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CITY OF SAN DIEGO
MEMORANDUM

September 17, 2007

Councilmember Donna Frye

Jay M.Goldstone, Chief Financial Officef / Interim Chief Operating Officer

SUBJECT: - Response to Questions R’eéa-ré’ing IRS Code Section 415

Attached you will find a response tothe specific questions you raised regarding IRS Code
Section 415, As you consider these responses, please note that many of the questions presented
concern-issues of tax law. My respenses are based upon what Tknow at this point and to that
extent I have provided my understanding of the various issues as they relate to'the financial
implications of thisissue to the city. Iam poetan-atforney, however, and would encourage you to

further
federal

1.

consult the Office of the City Attorney concerning matters involving interpretations of

tax law,

Please provide a copy of the relevant IRS Code Section(s) and an explanahon for the
intent of that those code Section(s).

I have attached 2 copy of IRS Code Section 415 (“Section 4157) to this memorandum.

My understanding of Section 415 is that it provides:limits on benefits and contributions

and other additions under qualified retirement plans, The purpose behind Section 415 is

. to limit the extent to which benefits and contributions can receive the favorable tax

treatment provided to a qualified retirement plan.

Please describe this “Compliance Strategy” in detail. Please specifically address the
following q_uestions in your descriptiom:

Copies of the “415(b), {c) and (n) Comphance Report Strategy Report” and the “415(m)
Compliance Strategy Report” SDCERS filed with the IRS are attached to this

‘memorandum.

| The fizst report discusses the limits imposed by Section 415 in great detail, including how

those limits apply to. SDCERS. Thesecond report discusses Section 415(m) and the POB
Plan establisk by San Disgo Municipal Code (“SDMC”) Section 24.1603.
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a. It appears that this “Compliance Strategy™ assumes the §22.8 million
unfunded liability no longer exists as a SDCERS pension benefit and
therefore removes it from the SDCERS financial and actuarial statements,
but at the same time the City intends to continue to recognize it as a pension
benefit and pay for it. Is that a correct description? If not, please explain
why not?

By adopting SDMC Sectior 24,1603, the City Council confirmed its intention to honor
the City’s pension obligations regardless of the 415 Deollar Limit. The City’s POB Plan
provides that the difference between the pension benefit that would otherwise be payable
to & member but for the 415 Doliar Limit, and the pension benefit as capped under
Section 415(b), will be paid from the POB Plan. Therefore, the City will pay pension
benefits in excess of the 415 Dollar Limit from the POB Plan to SDCERS who will in
turn provide this benefit to Retirees.

There is currently no clear accounting guidance on accounting for Qualified Excess

‘Benefit Arrangements. To remediate this, we have contacted the Governmental

Acceunting Standards Board (GASB), and they have responded indicating that they may
have no position on the matter. However, discussions with the GASE will continue.

It is the preliminary position of the City Comptroller that both SDCERS and the City
should treat the Qualifisd Excess Benefit Arrangement (QEBA) as a defined benefit plan
separate from the City and SDCERS qualified pension trust,

The Comptroller’s accounting position involves the discrete reporting and separate
valuation of the 415 plan by SDCERS actuary. If the City were o adopt this type of
presentation, the result would be the accrual of a liability (NPO) on the City’s financial
statements for the difference between the Actuarially Required Contributions to the plan
and the annual “pay as you go” expenses of the plan. When the plan 15 terminated,
because no employees are exceeding the IRS limits, the NPO would be removed from the
City’s financial statements at such time the plan terminates because no retu'eus are
violating the IRS limits.

b. Currently the City and some of ifs employees are making pension
coniributions for future pension payments that apparently exceed TRS 415
legal limits. Those contributions are being invested in SDCERS which is a
tax deferred 401(a) trust account. Does this IRS Compliance Strategy
include the use of another tax deferred account?
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No. Code Section 415(b) limits the benefits payable from a gualified pension plan, not
the contributions received by the plan.

As provided in SDMC Section 24.1606, and required by federal tax law, the POB Plan
will be funded entirely by the City on an annual basis. No employee contribution or
deferrals will be allowed into the POB Plan.

c. Will this other account also be a 401(a) Trust?
No. The POB is a 415(m) Trust.

d. Are the contributions for pension benefits that exceed the IRS 415 limits
going to be deposited into this other tax deferred account?

No, this is not allowable under federza! tax law or SDMC Section 24.1606.

e. Hasthe IRS agreed that the City and its emplovees may continue to make
contributions to pay for benefits that exceed the 415 limits by simply
depositing those assets into this other tax deferred account thereby just
shifting the assets and Hability for the SBDCERS pension account to this
additional tax deferred account?

No, this is not how the POB Plan operates, SDCERS 401(2) plan and the POB Plan are
independently funded and contributions will never be transferred between the twe.
Pursuant to tax law and SDMC Section 24.1606(z), the City assets used to provide
benefits under the POB Plan “may not be commingled with the monies of any other Plan
in the Retirement Syster, or eny other qualified plans, nor may this Plan ever receive any
transfer of asseis from the Trost Fund establisheg for any other plan in the Retirement
System.”

f. How many defined benefii employee pension plans may the City of San Diego
legally have? _ :

There is no legal limit on the number of defined benefit plans the City can establizsh.

g. Will we receive an Annual Actuarial Valuation for this additional pension
plan? Who will prepare that valuation? Please provide the supporting
actuarial schedule that forecasts the growth of this estimated $22.8 million
unfunded liability and corresponding annual required coniributiens over the
20 year fixed amortization period using the EAN methodology and please
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disclose the other actuarial assumptions used in the schedule (i.e. 8% discount
rate, 4.25% salary inflation, etc.).

Because the City will need to contribute the projected amount necessary and pay the

pension benefits due from the POB Plan during that calendar year, no separate Annual
Actuarial Valuation will be prepared for the POB Plan. That projected amount will be
determined by SDCERS’ actuary in accordance with procedures approved by the IRS.

h. Will SDCERS administer this plan?
Yes. When the City Council adepted SDMC Section 24.1605, it provided that
“administration of the Plan shall be under the exclusive management and control of the

[SDCERS] Board.

i, ‘Wil the annual required contribution to fund this $22.8 million upfunded
liability be subject to GwéSBdiws_gi_osureﬁ Egggfifgmenw? If s0, which GASB

Statements?

There is no GASB ghidance specifically designed to address QEBA’s. If this is
determined to be a defined benefit plan, it will be reported accordingly and if it is not,
then it will be reported as a defined contribution plan expense on the City's financial
statements.

- 3. Who made the decision to use this “Compliance Strategy”? Please provide any and
all documentation relating to if. ‘

The City Council adopted Ordinance 0-18930 on March 19, 2001, establishing the POB
Plan to pay promised pension benefits above the 415 Dollar Limit. This was the first step
in implementing this compliance strategy.

4. Has the IRS approved of this “Compliance Strategy”? If so, please provide
documentation from the IRS that states they have approved this “Compliance
Strategy.”

Congress created QEBAs for the purpese of paying benefits above the 415 Dellar Limit.
The City Councii chose to use this compliance option when it adopted the POB Plan.

SDCERS filed a private lstter ruling request with the IRS with respect to the POB Plan,
in order to ensure that it meets all of the statutory and regulatory requirements applicable
to a QEBA. Thatrequest is pending.
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5.

When did you first become aware of these IRS 415 violations?

I personally was not aware of this issue until SDCERS issued its June 30, 2006 Actnarial

Valuation in January 2007 and even then did not fully appreciate the issue until further

' discussions with SDCERS. It is my understanding that the current management-of

SDCERS first-became aware of the IRC 415(b) violation in 2005. As a result; SDCERS
filed = supplemental volunitary submission to the IRS in August 2006 which included
issues relating to Code Section 415(b). However, it shouid be noted that the necessary
changes to the nunicipal code to codify the QEBA were made in 2001, this suggests that
members of past city management were aware of this issue.

Did you make KPMG aware-of this issue? If so, when?

KPMG was provided all available documentation concerning the Voluntary Compliance
Filing directly by SDCERS. The City Comptroller does recall reviewing the

documentatior with KPMG and discussing various issues refated to the Vobmtary 777

Compliance filing during the December 2006 to February 2007 timeframe.

Has this issue, the corresponding unfunded Hability and annual required
contributions been properly disclosed in the 2003 CAFR? If so, on what page?

During the period reported in the 2003 CAFR and for previous periods, the QEBA plan
was included in the City’s Actuaria! Liabilities for the City"s 401 A plan. This means that
the $22.8 million was not excluded from the City’s Annually Required Contribution and
as such, the plan was fully expensed in the same manner as it would be under the City
Comptroller’s proposed accounting freatment. The result {s that this has the same impact
on the City’s ending Net Assets for the period reported as if the QEBA was reported as a
discrete defined benefit plan.

The City's financial statements were and still are, deemed to be reasonable and
considered to be materially correct. Furthermore, the City’s actuarially determined
liabilities were correct in total. However, certain other disclosures required by GASB 27
were not included in the City’s 2003 CAFR. These disclosures include discretely
presenting the funding progress of the plan, the description of the pian and certain other
actuaria] information concerning the QEBA plan.

Considered from a guantitative perspective, the QEBA plan, valued as of June 30, 2006
constitutes .7% and .6% of fiduciary net assets held in trust by SDCERS and total
Actuarial Accrued Liability respectively. Using 1% (which is considered low by most



Page 6

Councilmember Donna Frye
September 17, 2007

professionals) as a basis for evaluatin g quanitative materiality to the financial statements,
both indicators fall well below the acceptable range. As such, we are comfortable with the
presentation of the 2003 CAFR.

It should be noted that staff has added a narrative discussion of the QEBA plan into the
2004 CAFR on page 105 of the CAFR.

Has this issue, the corresponding unfunded liability and anoual contributions been
properly disclosed in the SDCERS 2003 and 2004 CAFRs?

The retrospective testing failures of benefits actually paid in excess of annual 415(b)
limits were disclosed in SDCERS’ fiscal year 2004 CAFR., It was not included in the
SDCERS fiscal year 2003 CAFR. The impact to the City’s Unfinded Actuarial Liability
was disclosed in the City’s June 30, 2006 Annual Actuartal Valuation. SDCERS has
received an unqualified opinion on their 2004 CAFR.

10.

11.

12,

Who calculated the $22.8 million unfunded liability number? Have you confirmed
that number with the City’s actuary? If not, do you intend to?

SDCERS’ actuary, Cheiron, calculated the impact of applying Section 415(b) limits to its
caloulations of the overall plan liabilities in the City’s June 30, 2006 Annual Actuarial
Valuation Report.

Since this $22.8 million unfunded liﬂbility'i'esults from defined benefit pension
promises that are gutside the proper treatment of IRS 415 limitations how is it legal
for the City-of San Diego to simply assume that unfunded liability from SDCERS?

I will defer to the City Attorney for an answer to this question,

Is this IRS 415 limit viclation strictly ereated by the defined benefit pension
payments or do the payments from the DROP accounts also contribute to the IRS
415 Iimit violation? '

A member’s DROP benefit must be included in the 415(b) limit testing, which increases
the number of payees who exceed the 415(b) limits, as well as the amount by which they
exceed the limits,

How many emplovees are currently receiving pension bemefits above what the IRS
considers legal and/or are outside of benefit limitations? What is the average
amount of benefits that are received per employee above the IRS limitations?
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13.

After the IRS approves SDCERS’ testing methodology, SDCERS will know the affected
number of members and the exact ameunts invelved,

Will this Hability grow as more employees are added or have corrective actions been
taken to prevent this from continuing? Isthere any action(s) that the City Council

should take t¢ correct this?

‘Whether any one mdmdual’s pension benefit will exceed the 415 Dollar Limit at

retirement depends upon the actual Section 415(b} Hmits as set by Congress and adjusted

by the IRS, and a variety of actuarial probabilities, such as how long the emplovee will
work for the City, the probability of earning a vested benefit, the employee’s age at
retirement, the employee’s pensionable compensation, how fast that compensation
increases over the course of a career, the amount in the member’s DROP account at
retirement, and whether and how the benefit structure changes with respect to that

14.

employee

The City Counci! took corrective action to eliminate Section 415(b) violations, while
permitting payment of its promised benefits, by establishing the POB Plan.

What is the dollar amount the City proposes to pay towards this unfunded lability
in the 2008 budget? Where is the Annual Actuarial Valuahon that supports that
annual ccntnbutmn ameunt?

The City will not make any payment toward the “anfunded liability” for the excess
benefits to be paid from the POB Plan. Instead, the City will pay into the POB Plan, on
an annual basis, the amount necessary 1o pay that year’s benefits above the 415 Dollar
Limit. As explained above, the POB Plan cannot be pre-funded.

Each year SDCERS will determine the amount necessary to fund any pension benefits
payable during that year in excess of the Section 415(b) limits. This amount will include
the projected amount of all excess benefits payabie for the calendar year to existing and
projected payees, as well as the projected cost of administering the POB Plan,

SDCERS will provide information to the City and the City will fund this amount on an
annual basis. Any amounts remaining in the POB Plan at the end of a calendar year will
be carried forward to pay benefits and administrative costs in the following year.

Ox what page of the proposed 2008 budget is that annual required contribution for
this unfunded liability shown? (I believe that you referred me to page 133 of
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Volume IT, but I cannot locateit.) Is the $22.8 million unfunded liability shown in the
the budget or just the annual payment?

The projected payment to SDCERS for this liability has been budgeted in Citywide _
Program Expenditures and is-on page 133 of Volume II of the proposed Fiscal Year 2008
Budget. It wasnot specifically called out in the budget document but rather is pert of the

£2,874,735.

With respect to the budget, we have budgeted payment of this liability ona pay as you go
basis which is consistent with IRS requirements. As such, SDCERS has estimated the
payment to be approximately $500,000. The City will ultimately pay the actual amount
billed by SDCERS.

16. TIs there any other information of which you are aware that is material that I have
—..not_asked yon? et

None that I can think of.

Attachments

Cc:  Honorabie Mayor Sanders
Honorable City Council Members
Honorable City Attorney
Independent Budget Analyst
SDCERS Administrator



US CODE: Title 26,415, Limitations on benefits and contributi
: Attachment 1

e e b [P iy SN ] FAgT—, R
reh Law Sohoot BHaarot Comedl

LIl / Legal Information Institute

U.S. Code collection

TITLE 26 > Subtitle A > CHAPTER 1> Subchapter D > PART I > Subpart B > § 415

§ 415, Limitations on benefits and (a) General rule

contribution under qualified plans (1) Trusts
o A trust which is & part
of a pension, profitsharing, or steck bonus plan shall not constitute a qualified
trust under section 401 (@) ifw '

(A) in the case of a defined benefit plan, the plen provides for the payment
of benefits with respect to a participant which exceed the limitation of
subsection (b}, or

(B)—inthe.case of adefined contribution pian, contributions and ether_ .
additions under the pian with respect to any participant for any taxable vear
exceaad the limitation of subsection (c).

(2) Section applies to certain annuities and accounts

in the case of—
(A) an employee annuity plan described in section 403 (a),
{B) an annuity contract described in section 403 (), or

(€} a simplified empicoyee pension described in section 408 (k),

such a contract, plan, or pension shall not be considered to be describad in
section 403 {a), 403 {b), or 408 (K}, as the case may be, uniess it satisfies the
reguirements of subparagraph (A) or subparagraph (B) of paragraph (1),
whichever is appropriate, and has not been disqualified under subsection {g). In
tha case of an annuity contract described in section 403 (b), the preceding
sentence shall apply only to the portion of the annuity contract which exceeds the
limitation of subsection (b) or the limitation of subsection (¢}, whichever is
appropriate.

() Limitation for defined benefit plans
(1) In general '

Benefits with respect to 2 participant exceed the limitation of this subsection if, |
when expressed as an annual benefit (within the meaning of paragraph (2)),
such annual benefit is greater than the lesser of—

(A) $160,000, or

(B) 100 percent of the participant’s average compensation for his high 3

http::’/www4.iaw.corneil,edu/uscode/html/uscodel6/1150»;566_*26_700000415——-—00{)~.htmi - SA2/2007
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years.

{2) Annual benefit
{A) In general

For purposes of paragraph (1), the term “annual benefit” means a benefit
nayable annually in the form of a straight life annuity {with no anciliary
benefits) under a plan to which employees do not contribute and under
which no roliover contributions {as dafined in sections 402 (c), 403 (a)(4),
403 (b){8), 408 (d)(3), and 457 (e){16}) are made.

{B) Adjustment for certain other forms of benefit

If the benefit under the plan is pavable in any form other than the form
described in subparagraph (A), or if the employees contribute to the plan
or make roliover contributions (as defined in sections 402 (2), 402 (a){(4),
403 (bY{8), 408 (d)(3), and 457 (e)(16]), the determinations as to
whether the iimitation described in paragraph (1) has been satisfied shall
he made, in accordance with regulations prescribed by the Secretary by
adjusting such benefit so that it is eguivalent to the benefit described in
subparagraph {A). For purposes of this subparagraph, any anclitary benefit
which is not directly related to retiremant income benefits shall not be
taken into account; and that portion of any joint and survivor annuity
‘which constitutes a gualified joint and survivor annuity (as defined in
section 417) shall nct be taken into account.

TTTTTTTTTTTTTCY Adjustment to $160,000 Tiriit Where benefit begins before age—

62 :

If the retirement income benefit under the plan begins before age 62, the
determination as to whether the $1860,000 limitation set forth in
paragraph (1){A) has been satisfied shall be made, in accordance with
regulations prescribed by the Secretary, by reducing the limitation of
paragraph {1)(A) so that such limitation {as so reduced) equals an annual
benefit (beginning when such retirement Income benefit begins) which is
equivatent to a $160,00C annual beneflt beginning at age 62,

(D) Adjustment to $160,000 limit where benefit begins after age 65

If the retirement incorne benefit under the plan begins after age 85, the
determination as to whether the $160,000 limitation set forth in
paragraph (1)(A) has been satisfied shall be made, in accordance with
regulations prescribed by the Secretary, by increasing the limitation of
paragraph (1){A) so that such limitation {as so increased) equals an
annual benefit (beginning when such retirement income benefit begins)
which is eguivalent to a $160,000 annual benefit beginning at age 65.

(E} Limitation on certain assumptions
(1) For purposes of adjusting any imitation under subparagraph (C)
and, except as provided in clause (i}, for purposes of adjusting any
benefit under subparagraph (3), the interest rate assumpticn shall not
be less than the greater of 5 percent or the rate specified in the pian,

(if) For purposes of adjusting any benefit under subparagraph (B) for
any form of benefit subject to section 417 (e){3), the applicable
interest rate (as dsfined in section 417 (&)(3)) shall be substituted for
*5 percent” m clause (i), except that in the case of plan years
beginning in 2004 or 2005, “5.5 percent” shall be substituted for 5

http://www4.law.cornell.edu/uscode/huml/uscode2b/use_sec 2600000413 u—-~OOO-.htmI 8/12/2007
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- percent” in dause (i).
(iii} For purposss of adjusting any limitaticn under subparagraph (D},
the interast rate assumption shall not be greater than the lesser of 5
percent or the rate specified in the plan.

{iv) For purposes of this subsection, no adjustments under
subsection (d)(1} shall be taken into account before thn year for which
such adjustment first takes effect.

(v) For purposes of adjusting any benefit or fimitation under
subparagraph (B), (C), or (D), the mortality table used shall be the
table prescribed by the Secretary. Such table shall be based on the
prevailing commissioners’ standard table (described in section 807 (d)
{5¥{A)) used to determine reservas for group annuity contracts issued
on the date the adjustment is being made (without regard fo any other
subparagraph of section 8CG7 (d3(5)).

[(F) Repealed. Pub. L. 107-16, title VI, §611(a){5)(A), June 7,
2001, 115 Stat, 97] : ,
(G) Special limitation for gualified police or firefighters

in the case of a qualified participant, subparagraph (C) of f‘hzs paragraph
shail not apply.

(M) Qualified participant defined

For purposes of subparagraph (3), the term “quéiéﬁed sarticipant” meé;:s
a participant—

(i} in a defined benefit pian which is maintained by a State or political
subdivision thereof,

(ii} with respect to whom tha period of service taken into account in
determining the amount of the benefit under such defined beneflt plan
includes at least 15 years of service of the participant—
{I)} as a full-time employes of any pelice department or fire
department which is organized and operated by the State or
political subdivision maintaining such defined benefit pian to
provide police protection, firefighting services, or emergency
medical services for any area within the jurisdiction of such State

or political subdivision, or

(II) as a member of the Armed Forces of the United States,

{1} Exemption for survivor and disability benefits provided under
governmental plans

Subparagraph (C) of this paragraph and paragraph (5) shall not apply to—

(i) income received from a governmental plan {as defined in section

414 (d)) as a pension, annuity, or similar allowance as the result of the

recipient becoming disabled by reason of persona!l injuries or sickness,
. or

(ii) amounis received from-a governmental plan by the beneficiaries,
survivors, or the estate of an employee as the result of the death of
the empioyee.

htip:/fwwwé.law.cornell.edw/uscode/html/uscode26/use_sec_26_00000415----000- html 9/12/2007
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(3) Average compensation for high 3 years

For purposes of paragraph {1}, a participant’s high 3 years shall be the period
of consecutive calendar years (not more than 3) during which the participant *
hoth was an active participant in the plan and had the greatest aggregate
compensatlon from the employer. In the case of an employee within the
meaning of saection 401 (c)(1), the preceding sentence shall be applied by
substituting for “compensation from tha amployer” the foliowing: “the
participant’s earned income (within the meaning of section 401 (¢}(2) but
datermined without regard to any exclusion under section 911",

(4) Total annual benefits not in excess of $10,000

Notwithstanding the preceding provisicns of this subsection, the benefits
payabie with respect to a participant under any defined benefit plan shall be
. deamed not to exceed the limitation of this subsection if— :

{A) the retirement benefits payable with regpect to such participant under
such pian and under all other defined benefit plans of the employer do not
axcesd $10,000 for the plan year, or for any prior plan year, and

(B) the empioyer has not at any time maintained a defined contribution
pian in which the participant participated. ‘

(5} Reduction for participation or service of less than 10 years
{A) Dellar limitation

in the case of an empioyee who has |888 thar {0 vears of participation in
a defined benefit plan, the limitation referred to in paragraph {13{A) shall
be the limitation determined under such paragraph {without regard to this
paragraph) multiptied by & fraction—

(i) the numerator of which is the number of years (or part therecf) of
participation in the defined benefit plan of the empioyer, and

(i) the denominator of which ts 10.

(B) Compensation and benefits limitations

The provisiens of subparagraph (A) shall apply to the limitations under
paragraphs (1)(B) and (4}, except that such subparagraph shall be
applied with respect to years of sarvice with an employer rather than
vears of participation in a plan.

(C} Limitation on reduction

In no event shall subparagraph (A) or {B) reduce the limitations referred
to in paragraphs (1) and {4} to an amount less than 1/10 of such
imitation {determined without regard te this paragraph).

(D) Application to changes in benefit structure

To the extent provided in regulations, subparagraph (A) shali be applied
separately with respect to each change in the benefit structure of a plan.

(68) Computation of benefits and contributions

The computation of—

(&) benefits under a defined contribution plan, for purposes of section 401

htip:/iwww4 Jaw.cornell.edu/uscode/html/uscode26/use_sec_26_00000415----000~.htmi 9/12/2007
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(a){4),

{BY contributions made on behalf of a participant in a defined benefit plan,
for purposes of section 401 {a)(4}, and

(€} contributions and benefits provided for 3 participant in a plan described
in section 414 {k), for purposes of this section

shall not be made on a basis inconsistent with regulations prestribed by the
Secretary, '
{7) Benefits under certain collectively bargained plans

For a year, the limitation referred to in paragraph (1}(B) shall not apply to
henefits with respect o a participant under & defined benefit plan {other than a
multiempiover plan)—

{A) which Is meintained for such year pursuant to a collective bargaining
agreement between employee represantatives and one ar more employers,

(B) which, at all times during such year, has at least 100 participants,

(C) under which benefits are determined solely by reference to length of
service, the particular years during which service wag rendered, age at
retirerment, and date of ratirement,

(D) which provides that an employee who has at ieast 4 years of service
has & nonforfaitable right to 100 percent of his acerued benefit derived from

e eGP O Y BT CORE A DU O RS - BRG S

(E)} which requires, as a condition of participaticn in the plan, that an
emplovee complete a period of not more than 60 consecutive days of service
with the employer or employers maintaining the plan, '

This paragraph shall not apply to a participant whose compensation for any 3
years during the 10-vear period immediately preceding the year in which he
separates from service exceeded the average compensation for such 3 vears of all
participants in such plan. This paragraph shall not apply to a participant for any
period for which he is a participant under another plan to which this section
applies which is maintained by an employer maintaining this plan, For any year
fer which the paragraph applies to benefits with respect o a participant,
paragraph (1)(A) and subsection (d}{(1)(A) shall be applied with respect te such
participant by substituting one-half the amount otherwise applicable for such year
under paragraph (1} A) for “$160,000".

{8) Social security retirement age defined

For purpeses of this subsection, the term “social security retiremeant age”
means the age used as the retirement age under section 216(i) of the Social
Security Act, except that such section shai! be applied—

(A} without regard to the age increase factor; and

- {B) as if the early retirement age under section 216(1){(2) of such Act wers
62,
(9) Special rule for commercial airiine pilots
{A) In general

Except as provided in subparagraph (B), in the case of any particinant
who is a commercial airline pilot, if, as of the time of the participant’s

http:/fwwwd. law.cornell.edu/uscode/ntml/uscode26/use_sec_26_00000415----000- him] 971212007
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retirement, regulations prescribed by the Federal Aviation Administration
require an individual to separate from service as a commercial airline pilot
after attaining any age occurring on or after age 60 and before age 62,
paragraph (23 C) shail be applied by substituting such age for age 62,

(B) Individuals who separate from service before age 60

If & participant described in subparagraph (A} separates from service
before age 60, the rulas of paragraph (2){C) shall apply.

{10) Special rule for State and local government plans
{A) Limitation to equal accrued benefit

In the case of a plan maintained for its empioyees by any State or political
subdivision thereof, or by any agency or instrumentaiity of the foregoing,
the limitation with respect to a qualified participant under this subsection
shall not be less than the accrued benefit of the participant under the plan
{determined without regard to any amendment of the plan made after

October 14, 1987).

(B) Quazliified participant

For purposes of this paragraph, the term “qualified participant” means a
participant who first became a participant in the plan maintained by the
employer before January 1, 1990.

(C) Election—
(i} In general This paragraph shall not apply to any plan uniess each
employer maintaining the plan elects befcre the close of the 1st plan
yvear beginning after Decembear 31, 1988, to have this subsection
{other than paragraph (2)(E)).

{if} Revocation of election An election under clause (i) may be
revoked not later than the last day of the third plan year beginning
after the date of the enactment of this clause. The revocation shall
apply to aill plan years to which the election applied and to ali
subsequent plan years, Any amount paid by a plan in a taxable year
ending after the revocation shall be includible in income in such
taxahle year under the rules of this chapter in effect for such taxable
year, except that, for purposes of applying the limitations imposed by
this section, any portien of such amount which is attributablie to any
taxable year during which the election was i effect shall be treated as
racejved in such taxable year.

{11} Special limitation rule for governmental and multiempliover plans

In the case of a governmental plan {(as definec in section 414 (d)) or a
multiemployer plan (as defined in section 414 (f}), subparagraph (B) of
paragraph (1) shall not apply.

{c} Limitation for defined contribution plans
{1) In general

Contributions and other additions with respect to a participant excead the
limitation of this subsection if, when expressed as an annual addition (within
the meaning of paragraph (2)) to the participant’s account, such annual
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._For purposes of paragraph {1)—

addition is greater than the lesser of—

{A} $40,000, or
{B) 100Q percent of the participant’s compensation.

(2) Annual addition

For purposes of paragraph (1), the term “annual addition” means the sum of
any year of— '

{A)} empiloyer contributions,
(B) the empioyee contributions, and
(C) forfeitures.

For the purposes of this paragraph, empicyee contributions under subparagraph
(B) ara determined without regard to any rollover contributions (as defined in
sactions 402 (c), 403 (a)(4), 403 (b)(8), 408 (d)(3), and 457 (e)(16)) without
regard to employee contributions to a simplified employee pension which are
exciudable from gross income under section 408 (k){6). Subparagraph (B) of
paragraph (1) shall not apply to any contribution for medical benefits (within the
meaning of section 415A (f)(2}} after separation from service which is treated as

an annual addition.

(3) Participant's compensation

{A) In general

The term “participant’s compensation” means the compeansation of the
participant from the employer for the year.

(B} Special rule for self~emploved individuais

In the case of an employae within the meaning of secticn 401 {c)(1),
subparagraph (A} shall be applied by substituting “the participant’s earned
income {within the meaning of section 401 {c)(2) but determined without
regard to any exclusion under section €11)" for “compensation of the
narticipant from the employer”.

(C) Special rules for permanent and total disability
In the case of a participant in any defined contribution plan—

(i} who is permanently and totaily disabled (as defined in section 22
(e}(3)),

(it} who is not a highly compensated employee (within the meaning
of section 414 (q)), and

(ifi) with respect to whom the empioyer elects, at such time and in
such manner as the Sacretary may prescribe, to have this
subparagraph apply,

the term “participant’s compensation” means the compensation the
participant would have received for the year if the participant was paid at
the rate of compensation paid immediately before becoming permananily
and totally disabled. This subparagraph shali apply only if contributions
made with respect to amounts treated a5 compensation under this
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subparagraph are nonforfeitabie when made. If a defined contribution plan
provides for the continuation of contributions on behalf of all participants
described in clause (i) for a fixed or determinable period, this subparagraph
shall be applied without regard to clauses (i} and {iii).

{D) Certain deferrals included

The term “participant’s compensation” shail include—
(i} eany elective deferral (as defined in section 402 (g)(3)), and

{ii) any amount which is contributed or deferred by the emplover at
the election of the employee and which is net Includibie in the gross
income of the employee by reason of section 125, 132 {f}(4), or 457.

{E) Annuity contracts

In the case of an annulty contract described in section 403 tb), the term
“participant’s compensation” means the participant’s includible
compensation determined under section 403 (b){3).

[(4) Repealed. Pub. L. 107~16, title VI, §632(a)(3)(E), June 7, 2001, 115
Stat, 114)

[(5) Repealed. Pub, L. §7-248, title II, § 238(d)(5), Sept. 3, 1982, 96
Stat. 513]

- (6).Special rule for employee stock ownership plans N

If no more than one-third of the employer contributions to an employee stock
ownership plan (as described in section 4975 {e} 7)) for a yvear which are
dgeductible under paragraph (9) of section 404 (&) are allocated to highly
cempensated employees {within the meaning of section 414 {q)), the
limitations impaosed by this section shall not apply to—

(A) forfeitures of employer securities (within the meaning of section 409)
under such an empioyee stock ownership plan if such sescurities were

cquired with the proceeds of 2 loan (as described in section 404 (a)(93{A)),
or :

{B) employer contributions to such an employee stock ownership slan
which are deductibie under section 404 {a}(93(8) and charged against the
participant’s account.

The amount of any gualified gratuitous transfer (as defined in section 664 (g)(1))
allocated to a participant for any limitation year shall not exceed the limitations
imposed by this section, but such amount shall not be taken into account in
determining whether any other amount exceeds the limitations lmposed by this

section.

(7) Special rules relaling to church plans
(A} Alternative contribution limitation

{i) In general Notwithstanding any other provision of this
subsection, at the election of a participant who is an employee of a
church or 2 convention or association of churches, including an
organization described in section 414 (e}(3){B){il), contributions and
other additions for an annuity contract or retirement income account
described in section 403 (b) with respect to such participant, when
expressed as an annual addition to such participant's account, shall be
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treated as not exceeding the limitation of paragraph {1) if such annual
addition Is not in excess of $10,000.

- {H} $40,000 azggregate limitation The total ameount of additions with
resnect to any participant which may be taken into account for
purposes of this subparagraph for all vears may not excead $40,000.

(B) Number of years of service for duly erdained, commissioned, or
licensed ministers or lay employees

For purposes of this paragraph-—

{i} all years of service by—

(I) a duly ordained, commissicned, or licensad minister of a
church, or

(11} alay person,

as an employee of a church, a convention or association of churches,
including an organization described in section 414 (&)}(3){(B){i{), shall
be considered as years of service for 1 employer, and

(if} ali amounts contributed for annuity contracts by each such church
{or convention or assoclation of churches) or such organization during
such years for such minister or lay person shal] be considered to have
been coniributed by 1 emplover.

(C)' 'FO'I‘EigTT missionaries B T - R

In the case of any individual described in subparagraph (B) performing
services outside the United States, contributions and other additions for
an annuity contract or retirement income account describad in section 403
{b) with respect to such employee, when expressed as an annual addition
to such employee’s account, shali not be freated as excseding the
limitation of paragraph (1) iIf such annual addition is not in excess of
$3,000. This subparagraph shall not apply with respect to any taxable
year to any individual whose adjusted gross income for such taxabie year
(determined separately and wsthout regard to community property iaws)
axceeds $17,000.

(D) Annual addition
For purposes of this paragraph, the term “annual addition” has the
meaning given such term by paragraph (2},

{E) Church, convention or association of churches

For purnoses of this paragraph, the terms “church” and “convention or
association of churches” have the same meaning as when used in section
414 {e), '

{d) Cost-of-living adjustments
{1) In general
The Secretary shall adjust annuaily—

(A} the $160,000 amount in subsection (b){(1)(A],

(B) inthe.case of a participant who is separated from service, the amount
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faken into account under subsection (BY1XB), and
(C) the $40,000 amount in subsection {c}{1)(A),
“for increases in the cost-of-living in accordance with regulations prescrifzed by the
Secretary.
(2) Method ‘
The regulations prescribed under paragraph {1) shall provide for—

{A) an adjustment with respect to any calendar year based on the increase
- in the applicable index fer the calendar quarter ending September 30 of the
preceding catendar year over such index for the base period, and

(B) adjustment procedures which are similar to the procedures used fo
adjust benefit amounts under section 215(13(2)(A) of the Social Security Act.

(3) Base period
For purposes of paragraph (2)—

(A) $160,000 amount

The base period taken into account for purposes of paragraph (1)(A) Is the
calendar quarter beginning July 1, 2001,

- (B) Separations after December 31, 1994

respect to individuals separating from service with the employer aftar
December 31, 18%4, is the calendar quarter beginning July 1 of the
calendar year preceding the calendar year in which such separation
Qccurs,

(C) Separations befors January 1, 1985

The base period taken into account for purpeses of paragraph (1)(B} with
respect to individuais separating from sarvice with the employer before
January 1, 1995, is the calendar quarter beginning COctober 1 of the
calendar year preceding the caiendar year in which such separation
oCCurs, ‘

(D} 540,000 amount

The base period taken into account for purposes of paragraph (13(C) is
the calendar quarter beginning July 1, 2001,

{4) Rounding
(A} $160,000 amount
Any increase under subparagraph {A) of paragraph (1) which is not a
multipie of $5,000 shall be rounded to the next lowest multiple of $5,000.
This subparagraph shall alse apply for purposes of any provision of this
title that provides for adjustments in accordance with the method
contained in this subsaction, except ko the extent provided in such
provision,

{B) $40,000 amount
Any increase under subparagraph (C) of paragraph {1) which is not a
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mmtipie of $1,000 shall be rounded to the next lowest muitiple of $1,000.

[(e) Repealed. Pub. L. 104~188§, title I, §1452(a), Aug. 20, 1996, 110 Stat,
1816]

(f} Combining of plans
(1) In general
For purposes of applying the limitations of subsections (b} and (¢j—

{A) ail definad benefit plans (Whether or not terminated) of an employer
are to be treated as one defined benefit plan, and

(B) all defined contribution plans (whether or not terminatad) of an
employer are to be treatad as one defined contribution pian.

{2) Annual compensation taken into account for defined benefit plans
If the employer has more than one defined benefit plan—

(A) subsection (b)(1}B) shéli be applied separately with respect to each
such pian, but

{BY in applying subsection {(b)(1)}{B) to the aggregate of such defined

benefit plans for purposes of this subsection, the high 3 years of

compensation taken into account shail be the period of consecutive calendar
ey BArS{ROL. more. than. 3). during which the individual had the greatest

aggregate compensation from the employer.

(3} Exception for multiempioyer plans

Notwithstanding paragraph (1) and subsection {g), a multiemployer plan (as
defined in section 414 (fY) shall not be combined or aggregated—

{A) with any other plan which (s not a multiemployer plan for purposes of
applying subsection (B){1){B) to such cther plan, or

(B) with any other multiempioyer plan for purposes of applying the
limitations established in this section,

(g) Aggregation of plans

Except as provided in subsection (f){3), the Secretary, in applying the provisions of
this section to benefits or contributions under more than one plan maintained by the
same employer, and te any trusts, contracts, accounts, or beonds referred to in
subsection (a)(2), with respect to which the participant has the control reguired
under saction 414 {b) or (¢}, as modified by subsettion (h), shall, under regulations
prescribed by the Secretary, disgualify one or more trusts, plans, contracts,
accounts, or bonds, or any combination thereof until such banefits or contributions do
not exceed the limitations contained in this section. In addition to taking into account
such other factors as may be necessary to carry out the purposes of subsection {f),
the regulations prescribed under this paragraph shall provide that no plan which has
been terminated shall be disguaiified until all other trusts, plans, contracts ACCOUNtS,
orbonds have been disqualified.

{(h) 50 percent controi

For purposes of applying subsections (b) and {c) of section 414 to this section, the
phrase "more than 50 percent” shall be substituted for the phrase “at least 80
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nercant” each place it appears in section 1563 (a)(1).

(i) Records not available for past periods
Where for the period before January 1, 1976, or (If later) the first day of the first
plan year of the plan, the records necessary for the application of this section are not

available, the Secratary may by regulations prescribe alternate methods for
determmmg the amounts to be taken inte account for such periced.

(j) Reguiations; definition of year
The Secretary shall prescribe such regulations as may be necessary to carry out the
purpeses of this section, including, but not limited to, regulations defining the term
“year” for purposes of any provision of this section.

" (k) Special rules
. {1} Defined benefit plan and defined contribution plan
For purposes of this title, the term “defined contribution plan” or “defined
benefit pian” means a defined contribution plan (within the meaning of section
414 (1)) or a defined benefit plan {within the meaning of sect;on 414 (3)),
whichever applies, which is—

(A} a plan described in section 401 {&) which includes a trust which is
exempt from tax under section 501 (a},

' (B} _an annuity plan.described in section 403 (&),
(C) an annuity contract described in section 403 (b}, or
(D} a simplified employee pension.

(2) Contributions to provide cost-of-living protection under defined
benefit plans
(A) In general _
In the case of & defined benefit plan which maintains a qualifiad cost-of-
living arrangement—

(i) any contribution made directly by an employee under such an
arrangement shall not be treated as an annual addition for purposes of

* subsection (c), and

(i} any benefit under such arrangement which is altocable to an
employer contribution which was transferred from 2 definec
contribution plan and to which the reguirements of subsection (c) were
applied shail, for purposes of subsection (b}, be treated as a benefit
derived from an employee contribution {and subsection (¢} shall nat
again apply to such contribution by reason of such transfer).

(B) Qualified cost-of-living arrangement defined

For purposes of this paragraph, the term “qualified cost-of-living
arrangement” means an arrangament under a defined benefit pian
which—

(i} provides a cost-of-living adjustment to a benefit provided under
such plan or a separate plan subjeci to the requirements of section
4 2, and
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(i1} meets the requirements of subparagraphs (C), (D), (E), and (F)
and such other reguirements as the Secretary may prescribe.

(C) Determination of amount of benefit

An arrangement meets the requirement of this subparagraph only if the
cost-of-living adjustment of participants is based—

(i) on increases in the cost-of-living affer the annuity starting date,
and

(i) on average cost-of-living increases determined by reference to 1
or more indexes prescribed by the Secretary, except that the
arrangement may provide that the increase for any year will not be
less than 3 percent of the retirement banefit {determined without
regard to such increase).

(D) Arrangement elective; time for election

An arrangament meets the requirements of this subparagraph only if it is
slective, it is available under the same terms to &l participants, and it
provides that such election may at least be made in the year in which the
participant— :

(i) attains the eariiest retirement age under the defined benefit plan
{datermined without regard to any requirement of separation from
service}, or

(i} separates from service,

(E) Nondiscrimination requirements

An arrangement shall not meet the requirements of this subparagraph if
the Secretary finds that a pattern of discrimination exists with respect to
participation. '

(F) Special rules for key employees

{i} In general An arrangement shall not meet the requirements of
this paragraph if any key emplovyee is eligible to participate.

(i1} Key empioyes For purposes of this subparagraph, the term “key
employee” has the meaning given such term by section 418 (1}(1),
except that in the case of a plan other than a top-heavy plan {within
the meaning of section 415 (g)}, such term shall not include an
individual who Is a key employze solely by reason of section 416 {1)(1)

(AID).

(3) Repayments of cashouts under governmental plans

In the case of any repaymeant of contributions {including interest thereon) to
the governmental plan with respect fo an amount previously refunded upon a
forfeiture of service credit under the plan or under ancther governmental plan
maintained by a State or local gevernment employer within the same State,
any such repayment shall .not be taken into account for purposes of this section,

{4} Special rules for sections 403 (b) and 408

For purposes of this section, any annuity contract described in section 403 (b)
for the benefit of a participant shall be treated as a defined coniribution plan
maintained by each employer with respect to which the participant has the
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" control required under subsection (b} or {¢) of section 414 {as modified by
subsection {h)). For purposes of this section, any contribution by an employer
to a simplified employee pension pian for an individual for a taxable year shall
be treated as an employer contribution to a defined contribution plan for such

individuat for such year.

{1} Treatment of certain medical benefits
{1} In general

For purposes of this section, contributions ailocated to any individual medical
banefit account which is part of a pension or annuity pian shall be treated as an
annual addition to a defined contribution plan for purposes of subsection {c).
Subparagraph (B) of subsection {¢)(1) shall not apply to any amount treated as
an annual addition under the preceding sentence.

(2) Individual medical benefit account
For purposes of paragraph (1}, the term " mdmdua medical benefit account”
means any separate account—

{A) which is established for a participant under a pension or annuity plan,
and

(B} from which benefits described in section 401 (h} are payable solely to
such participant, his spouse, or his dependenis,

(m) Treatment of qualified governmental excess benefit arrangements
(1) Governmental plan not affected

In determining whether a governmental plan (as defined in section 414 (d))
meets the requiremsants of this section, benefits provided under a guaiified
governmental excess benefit arrangement shail not be taken inte account.
Income accruing to a governmentaﬁ plan {or to a trust that Is maintalned solely
for the purpose of providing benefits under a qualified governmental excess
benefit arrangement) in respect of a qualified governmental excess benefit
arrangement shail constitute income derived from the exercise of an essentiaf
governmenta! function upon which such governmental plan (or trust) shall be
exempt from tax under saction 115,

(2) Taxation of participant
For purposes of this chapter—

(A) the taxable yearor yearé for which amounts in respect of a qualified
governmental excess benefit arrangement are mclud%b%e in gross income by
a participant, and

{B) the treatment of such amounts when so includibie by the participant,
shall be detarmined as if such gualified governmenta! excess benefit arrangement:
were treated as a plan for the deferral of compensation which is maintained by a

corporation not exempt from tax under this chapter and which doas not meet the
requirgments for gualification under section 401.

{3) Qualified governmental excess benefit arrangement

For purposes of this subsection, the term “qualified governmental excess
benefit arrangement” means a portion of a governmental plan if—
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{A) such portion is maintained solely for the purpose of providing to
participants in the plan that part of the participant’s annual benefit
otherwise payable under the terms of the plan that exceads the limitations

on benefits imposed by this section,

{B) under such portion no election is provided at any time to the
participant (directly or indirectly) to defer compensation, and

{C) benefits described in subparagraph (A) are not paid from a trust
forming a part of such governmental plan unless such trust is maintained

solely for the purpose of providing such benefits,

{n) Special rules relating to purchase of permissive service credit

(1) In general

if an emplovee makes 1 or more contributions to a defined benefit
governmental ptan (within the meaning of section 414 {d)) to purchase
permissive service credit under such plan, then the requirements of this section
shall be treated as met only If—

{A) the reguirements of subsection (b) are met, determined by treating the
accrued benefit derived from aill such contributions as an annual benefit for
purposes of subsection (b), or

{B) the requirements of subsection (¢} are met, determined by treating all
sych contributions as annual add|t|ons for purpt)ses of subsec‘slon {<).

(2) Application of Hmit

For purposes of-

(A) applying paragraph (1}(A), the plan shall not fail to meet the reduced
fimit under subsaction {b}{2)(C) svlely by reason of this subsecticn, and

{B} appiying paragraph (1){B), the pianr shall not fail to meet the
percentage limitation under subsactlon {c){1}(B) solely by reason of this
subsaction,

{3} Permissive service credit
For purposes of this subsection—

{A} In general
The term “permissive service cradit” means service credit—

(i} recognized by the governmental plan for purposes of calculating a
participant’s benefit under the pian,

(ii) which such participant has not received under such governmental
plan, and

(ki) which such participant may receive only by making a voluntary
additionai contribution, in an amount determined under such
governmental plan, which does not exceed the amount necessary to
fund the benefit attributabie to such service cradit,

{B) Limitation on nonqualified service credit
A plan shall fail to meet the requirements of this section if—
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(i} more than 5 years of permissive service credit attributable to
nongualified service are taken into account for purposes of this

subsection, or

(ii) any permissive service credit attributable to nongualified service
is taken into account under this subsection before the employes has at
least 5 years of participation under the pfan.

(C) Nonqualified service

For purposes of subparagraph (8), the term “nongualified service” means
sarvice for which permissive service credit is allowed other than—

(i} service (inciuding parental, medical, sabbatical, and similar leave)
as an empioyee of the Government of "he United States, any State or
political subdivision thereof, or any agency or instrumentality of any of
the foregoing (other than military service or service for credit which
was obtained as a result of a repayment described in subsection (k)

(3N

(i) service (including parentai, medical, sabbatical, and similar leave)
as an employee (other than as an employee described In clause (i)} of
an educational organization described in secticn 170 (b} 1A
which is a public, private, or sectarian school which provides
elementary or sacondary education (through grade 12), as determined
under State law,

(ifi)  service as an employee of anassociation of employess who are™
described in clause (i}, or

(iv} military service (other than qualified military service under
section 414 {(u)} recognized by such governmental plan,

in the case of service described in clause (1), (i), or (iii), such service will be
nongualified service if recognition of such service would cause a participant
to receive a retirement benefit for the same service under more than one

pian.

LIl has no control over and does not endorse any axternal
Internet site that contains finks to or references LI
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L
INTRODUCTION

Ice Miller LLP (“Ice Miller”) has been retained to provide a compliance review with
regard to the Internal Revenue Code of 1986, as amended ("Code"), requirements applicable to
the status of the San Diego City Emplovees' Retirement System ("SDCERS"} as 2 gualified
retirement plan under Code Section 401(a).

Tee Miller is not considering tax reporiing and withholding under the Code nor any other
federal taw. We are also not deliberating any state law issues. Where state law must be
considered, we are relying on interpretations provided by SDCERS counsel.

This report pertains to Code Section 415(b) and 415(c), and to Code Section 415(n) as it
is related to 415(bj and 415(¢c). We have touched on Code Section 415(m) only with respect to
the treatment of excess benefits under Code Section 415(b). We have prepared a separate
briefing document for SDCERS on the topic of 415(m}.

We have based this report on the material provided to us by SDCERS. We have not
independentty verified what has been provided to us. We are relying on SDCERS to provide us
with documents, forms, and information necessary for this review.

II’ S

IMPORTANCE OF CODE SECTION 415 COMPLIANCE

A. SDCERS 48 4 QUALIFIED GOVERNMENTAL PLAN

Retaining "qualified plan" status under Code Section 401(a) is an important requirement
for retirement plans. The primary advantages in retaining "qualified" status are that (i) employer
contributions are not taxable to members as they are made (even when vested) and taxation only
occurs when plan distributions are made, (if) sarnings and income are not taxed to the trust or the
members; (iii) certain favorable tax treatments are availabie to members when they receive plan
distributions, e.g., ability 1o rollover amounts; (iv) emplovers may "pick up" employee
contributions; and (v) employer contributions to, and benefits from, the plan are never subject to
employment taxes (i.e., FICA taxes). These advantages would generally not apply tc 2z non-
qualified plan.

B. CODE SECTION 415 LIMITS

One key qualification requirement applicable to qualified plans is the Code Section 415
limits, Code Section 415 benefit and contribution Hmits must be followed to protect the tax
qualified status of a retirement plan under Code Section 401(2). These limits must be met by all
plan members. If even one member is paid an annual benefit greater than Code Section 415
allows, or coniributes more than Code Section 415 allows, theoreticallv, the entire plan will be

disqualified.
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C. ProPOSED REGULATIONS

On May 31, 2005, the IRS issued proposed regulations for Code Section 415 (the
"Proposed Regulations™). The Proposed Regulations are mentioned below where their
provisions are of particular interest or concern. However, given that it is expected that the RS
will finalize these regulations in 2006, and we anticipate some changes being made to the
regulations as they move to final, we have not included an in-depth analysis of the Proposed
Regulations in this overview. However, we have attached a summary of key areas addressed by
the Proposed Regulations as Appendix A. Recently, the IRS issued Notice 2005-87, which states
that the grandfather provisions contained in the Proposed Regulations will be expanded upon
issuance of final regulations.

IIL
OVERVIEW OF LAW WITH RESPECT TO
DEFINED BENEFIT LIMITATIONS

This Section of our Compliance Strategy Report provides an overview of the federal law
with regard to Code Section 415(b). The impact of Code Section 415(b) on SDCERS and our
specific recommendations for a compliance strategy are included in the next.Section of this

Report.

A BASIC BENEFIT"‘LIMITS‘

1. Current Limits

As amended by the Economic Growth and Tax Relief Reconciliation Act of 2001
("EGTRRA™, the basic requirement of Code Section 415(b) is that the annual benefit in the form
of a single Life annuity provided to a member who is between the ages of 62 and 65 may not
exceed the lesser of: (1) $160,000 as adjusted for inflation in $5,000 increments (the "Doliar
Limit"), or (2) 100% of average compensation (the "Salary Limit"). Code Section 415(b)1).
For the 2006 calendar limitation year, the Dollar Limit is $175,000. The Salary Limit does not
apply to governmenta! plans such as SDCERS, Therefore, the following discussion and our
methodology do not include the Salary Limit.

The Proposed Regulations would require that limits be applied on an annual basis to the
accrued benefit. In Ice Miller's comment letter to the IRS with regard to the Proposed
Regulations, we stated the following on this point:

We do have one overarching concern with the Proposed Regulations. They are
fundamentally based on an annual acerual concept. For private sector plans this
works well and is entirely consistent with the requirements and structure of Code
Sections 411 and 412. However, these rules are not applicable to governmental
plans, and, for most governmental plans, this concept dees not work. In the
governmental environment, vesting is generally determined by state law or local
ordinances. In many cases, there is no "accrual" concept in the governing laws,
but rather set benefits payable at certain events.
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Therefore, we have prepared this compliance strategy report on the assumption that
benefit testing for 415(b) purposes will be done at benefit payout.

2. Limitation Year

The annual benefit is tested in a "limitation year." Unless an clection is made by the
employer, the limitation year is the calendar year. Treas. Reg. § 1.415-2(b)(1). An employer
that maintains more than one qualified pian may elect to use different limitation years for each
such plan. Treas, Reg. § 1.415-2(b)(3).

B. TAMRA ELECTION

Section 415(b)(10) of the Code was added by the Technical and Miscellanzous Revenue
Act of 1988 (sometimes called TAMRA}) to offer state and local government plans a means of
complying with the Section 415 limits without violating state anti-cutback laws. Under this
Section, the defined benefit limit for an employee who became a participant in the plan before
January 1, 1990, would not be less than his or her accrued benefit determined without regard to
any plan amendment adopted after October 14, 1987, However, for a state or local government
to take advantage of Section 415(b)(10), each employer maintaining the plan was required to
elect, before the close of the plan year beginning in 1990, to apply the dsfined benefit limits '
anplicable to private plans to employees who first became participants afier [990. However,

—-thers were also-special-provisionsforstate<wide statutory changes:™ For plans that madea ™

TAMRA election, the qualified participants would still have their TAMRA protection.
C. AMOUNTS EXCLUDED FROM TESTING

For purposes of Code Section 415(b}, the annual benefit means the benefit payable
annually in the form of a straight life annuity (with no ancillary benefits), withowt considering
payments made from a qualified excess benefit arrangement, afier-tax employee contributions,
and any rollover contributions. Code Section 415(b)(2).

1. Ancillary Benefits

"Ancillary benefits” do not count toward the benefits subject to Code Section 415. Asa
result, any benefit that is an anciliary benefit can exceed the 415 limits without the plan being
disqualified. Generally, "ancillary benefits" are benefits not directly related to retirement income
benefits. Ancillary benefits inciude "pre-retirement disability benefits and death benefits (such
as in-service death benefits}." Code Section 415(b}(2)(B); Treas. Reg. § 1.415-3(c)(ii).

a. Pre-Refirement Disability Benefits

According to a non-precedential IRS Information Letter (IRS Information Letter on § 415
Iimitations on Public Plans dated August 20, 1991 ("IRS Letter"y} discussing Code Section 415
limitations on governmental plans, pre-retirement disability benefits under governmental plans
are not taken into account under Code Section 415, even if the pre-retirement disability benefits
exceed the "qualified disability benefit" limitations established in Code Section 411(a)(9). IRS
Letter, § 1 Q&A-3; Treas. Reg. § 1,415-3(c)(ii). However, pre-retirement disability benefits are
required to comply with Revenue Ruling 72-3, which prohibits a pension plan benefit from

3
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exceeding 100% of the employee's compensation. For this purpose, the definition of the term
"compensation” is similar to the definition identified in Code Section 415 and is subject to cost
of living increases. Thus, there is still 2 test that needs to apply to pre-retirement disability
benefits. Contrasted to pre-retirement disability benefits, post-retirement disability benefits must
be taken into account for purposes of complying with the Code Section 415 limitations. IRS
Letter, § 1 Q&A-4. Thus, (1) post-retirement disability benefits, (2) line of duty disability
benefits paid post normal retirement date, and (3} pre-retirement disability benefits payable post -
normal retirement age will be tested under Code Section 415(b).

b, Pre-Retirement Death Benefits

Pre-retirement death benefits provided under a governmental plan are also exempt from
the Code Section 415 limits. [RS Letter, § 1 Q&A-5; Treas. Reg. § 1.415-3(c)(ii). However,
pre-retirement death benefits rnust meet the incidental benefit requirements of Code Section 401
and the regulations thereto. Generally speaking, death benefits are incidental where the plan
provides a pre-retirement death benefit that is no greater than 100 times the monthly annuity
benefit provided under the plan, or the cost of the death benefit does not exceed 25% of the total
cost of all benefits for that participant. (This latter test would be one that would be analyzed by
an actuary.) Revenue Ruling 74-307, 1974-2 C.B, 126.

2. Qualified Excess Benefit Arrangement ("OEBA")

Effective for years after December 31, 1994, state and local government employers may
maintain "qualified governmental excess benefit plans” ("QEBA") under Code Section 415(m).
Excess Plans are plans that provide benefits that cannot be provided under a qualified plan due to
the limits on contributions and benefits. Excess Plans permit state and local government

employers to provide benefits to their employees:

(1)  without jeopardizing plan qualification because of the limits on contributions and
benefits under Code Section 415,

(2)  without jecpardizing a plan's stetus under Code Section 457 as an “eligible
deferred compensation plan,” and

(3)  without the income that acerues to the qualified governmental excess benefit plan
being taxable.to the plan's government spomsor,

As we have discussed, we will not be addressing Code Section 415(m) and QEBASs in
detail in this report, but in a separate report. However, for the purposes of determining
rethpectzve benefit testing protocols, we think that it is relevant to consider the following
provision that accompanied the enactment of Code Section 415(m):

Nothing in the amendments made by this section shall be construed to imply that
a governmental plan (as defined in section 414(d} of the Internal Revenue Code of
1986) fails to satisfy the requirements of section 415 of such Code for any taxable

year beginning before January 1, 1995,
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P.L. 104-188. & 1444{c)(2). Under this graridfa‘ther section, retroactive testing for plan
qualification purposes does not need t¢ consider payments made prior to January I, 1995.

.3 Allocation of Benefits to After-Tax Emnlovee Contributions

Contributions made on an after-tax basis to a defined benefit plan are deemed to be
“annual additions and subject to Code Section 415(c) limits {discussed bslow in more detail).
Therefore, because the benefits have already been tested under Code Section 415(c), any portion
of a defined benefit atiributable to those after-tax contributions may be subtracted from the
annual benefit before it is tested under Code Section 415(b). However, it is important to note
that benefits that would be attributable to excess 415(c) contributions would not be "subtracted”
from the annual benefit for 415(b) testing purposes.

a. Manpdatery Emplovee Cabtrfbuﬁons

Treas, Reg. Section 1.415-3(d)(1) provides that the annual benefit attributable to
mandatory contributions is determined by using the factors described in Code Section
411(c)2)B) *regardless of whether Section 411 zpplies to that plan." Regulations under Treas.
Reg. Section 1.411(c)-1(c) estabiish the required method for allocating a portion of the defined
benefit to the after-tax employee contributions for purposes of excluding this amount from the
final annual benefit to be tested. The method requires calculation of the after-tax {not picked up)

~employescortributions (both mandatory employee contributions and "any voluntary after-tax
payments for service purchases unless tested under Code Section 415(n)), plus interest, at rates
specified by the regulations. See Treas. Reg. § 1.411(c)-1(c). Generally, interest is computed at
the rate provided by the plan untl the last plan year before Code Section 411(a)(2) does not
apply. Id. Thereafter, a pian should use a 5% interest rate factor.

Because governmental plans are exempt from Code Section 411, it is not clear how to
apply this guidance to a governmental plan to which Section 411(a)(2) never applies. The
Proposed Regulations provide that Code Section 411 should apply to this calculation even if the
section is not applicable to the plan. Ice Miller commented on this point as follows:

Because governmental plans are aiways exempt from Code Section 411, it is not
clear how to apply this guidance to a governmental plan to which Section
411{a)(2) never applies. We have not located amy IRS guidance on point. A
literal reading suggests that, since Code Section 411(a)(2) nevér will apply to a
governmentzal plan, actual plan assumptions should continue to be applied. We
think that this reading is the best approach in the governmental plan context.

b, Voluntary After-Tax Contributions

The rules governing mandatory employee after-tax contributions are also applicable to
voluntary after-tax contributions, Treas. Reg. § 1.415-3(d)(3). However, a special category of
voluntary after-tax employee contributions — for permissive service credit purchases — is

discussed below.

1/1623403.16



4. Emplevee After-Tax Contributions for Permissive Service Credit

Code Section 415(n) establishes a limitation structure for "permissive service credit®
purchases, instead of relying on the existing Code Section 415(¢) defined contribution
limitations. This subsection aliows Code Section 415 to be satisfied by & purchase of permissive
service credit if either a modified 415(b) limit is met or a modified 415(c) limit is met. These
iimits can be applied on a participant-by-participant basis rather than choosing to apply the limit
on 2 plan-wide basis. For example, some partiuipants could satisfy the modified defined benefit
limit when making a purchase of permissive service credit, whlie others could satisfy the
modified defined contribution lumit.

2. Modified 415(b) Limit

For purposes of Code Section 415(n), the defined benefit limit in Code Section 415(b)
may be met by treating the accrued benefit derfved from all permissive service credit as part of
the member's annual benefit. Code Section 415(n)(2)(A) provides that, where the dollar iimit
under 415(b) is reduced for retirement before age 62, "the plan shall not fail to meet the reduced
doliar limit under Subsection (b)(2XC) {the age-reduced dollar limit] solely by reason of this
subsection.” Thus, the plan will not fail to meet the age-reduced dellar limit solely because the
accrued benefit derived from the permissive service credit purchase is included in the 415(b) test.

BT Madifed A15( ¢j Limit

For purposes of Code Section, only the dollar limit under Code Section 415(c) applies
(340,000 (adjusted for inflation to $42,000 for 2005 and $44,000 for 2006)) by treating all
permissive service contributions as an annual addition under that limit,

¢, Definition of Permissive Service Credit

The special testing rules apply only if the service bcmg purchdsed gualifies as penmissive
service credit. Code Section 415(n)(3) definss "permissive service credit” as follows:

(3)  PERMISSIVE SERVICE CREDIT ~For purposes of this subsection~

(Ay IN GENERAL.-The term “permissive serviee credit" means
service credit~ : .

(i) recognized by the governmental plan for purposes of calculating a
participant’s benefit under the plan,

(i)  which such participant has not received under such governmental
plan, and

(iii)  which such participant may receive only by making a voluntary
additional contribution, in an amount determined under such governmental plan,
which does not exceed the amount necessary to fund the benefit attributable to
such service credit.

[/1623403.16




Code Section 415(n)(3)(A). The proper interpretation of the Code Section 415(n) definition of
permissive service credit is not a settled term. The Proposed Regulations do not address 415(n) -
issues. However, in private letter rulings, the IRS has taken the position that a benefit
enhancement purchase (buying a higher multiplier on service a member already has in a plan) is
not permissive service credit, because it would be a purchase for service in & plan under which
the member has afready received credit for that service. See PLR 200229051, Further, it is the
IRS's position that permissive service credit must be related to an actual period of service or
employment.

d. | Nengualified and Qualified Permissive Service

Permissive service credit can be categorized into two types. First, the Code defines "non-

qualified service” as all permissive service that does not fall within one of the itemized types

Histed in Code Section 415(n)(3)(C). Although the Code does not use this term, we have termed
the types of service included in this list as "qualified permissive service.” '

Code Section 415(n)(3){C) defines "nonguaiified service™ as all permissive service except
for the foliowing types of service (which we have designated "qualified permissive service"):

s Service (including parental, medical, sabbatical, and similar leave} for the US
government, any state or political subdivision thereof, or any apency or

instrumentality of any of the foregoing.

s Service (including parental, medical, sabbatical, and similar leave) for an
educational organization which is & public, private, or sectarian schoo! which
provides elementary or secondary education (through grade 12} as determined
under state Jaws.

. Service for an association of employees of the U.S., state or political subdivision
thereof, or an agency or instrumentality of the foregoing.

J Military service (non-USERRA covered) recognized by the governmental plan.

However, service under the first three (3} points above will be nongualified service if
recognition of the service would cause the member to receive a retirement benefit for the same
service under more than one plan, Code Section 415(n} doss not permit a plan to take more than
five (5) years of nonqualified service Infc account, or to give members credit for any
nongualified service before the member has at least five (5) years of participation in the plan.
Code Section 415(n)(3)(B). '

It is important to note that "nonqualified service” is still one type of permissive service
that is described in Section 415(m)(3XA). Therefore, nonqualified service is available for
purchase and may be tested under Code Section 415(n) special testing provisions.

e  Effective Dates

The service purchase testing provisions for permissive service credit under Code Section
415(n) are subject to 2 transition rule. The transition rule provides that the defined contribution

7
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limits of Code Section 415(c) will not be used to reduce the amount of permissive service credit
an "eligible participant" can purchase below what they were allowed to purchase under the terms
of the plan as in effect on the enactment date, August 5, 1997, An "eligible participant” s an
individua! who first becomes & participant in the plan before the first plan yvear beginning after
the last day of the calendar year in which the next reguiar session (following the date of
enactment) of the governing body with authority to amend the plan ends.

Because the terin "permissive service” is used in the grandfather provision, we believe
that the IRS would apply a consistent definition of permissive service credit to the transition rule,
As a result, the transition provision could permit greater purchases of nonqualified service and
could permit permissive service purchases that exceed 415(c) and (b} limits, but would nat
extend to the purchase of service that did not meet the definition of permissive service credit.

5. Picked-Up Contributions

, It is important o note that pre-tax contributions (“picked-up contributions™), whether
mandatory or voluntary, are not treated as post-tax contributions. The benefit attributable to
picked-up contributions is subject to 415(b) testing.

a. Code Section 414(h)

For-governmental plans;“where the  contributions-of employing units-are designated-as
employee contributions but where any employing unit picks up the contributions, the
contributions so picked up shall be treated as empioyer contributions." Code Section 414(h)(2).
Consequently, if 2 governmental employer correctly picks up employee contributions, such
contributions will no longer be included in the employee's gross income, nor will they be subject
to income tax withholdings. Treas. Rep. § 1.402(a)-1; Rev. Rul. 77-462, 1977-2 C.B. 358.
However, such contributions may be treated as employee contributions for all other purposes,
including calculating benefits, state taxes, cost of living increases, salary increases, and bonuses,
GCM 39540; PLR 8630073." In addition, certain pick-up contributions are taken into account as

"wages" for FICA purposes. Code Section 3121(v)(1)(B}. The only way to obtain conﬁrma‘{iqn'

that the IRS approves of & pick-up is through a private letter rulin_g.
Revenue rulings have established the following requirements for an effective pick-up:

s The employer must specify that the contributions, although designated as
employee contributions, are being paid by the employer in lieu of coniributions by

the empioyee;

. The employee must not be given the option of chooéing to receive the contributed
amounts directly instead of having them paid by the employer to the pension plan;
and -

s The pick-up is not effective prior to the last action required io be taken by the

employer and/or the employee.

U [tis important to note that private letter rulings do not have precedential value for other taxpayers.

8
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Rev. Rul, 81-35; Rev. Rul. 81-36; and Rev. Rul. 87-10.

b.  Pick-ups of Service Purchases under Governmental Plans

The IRS has approved the use of pick-ups for contributions to purchase service credit
under governmental plans that have sought private letter rulings. In order to meet the
requirements for an effective pick-up of an employee's service purchase, the above reguirements
for a pick-up must be met plus the foliowing:

The employee must elect to have the contributions for the service purchase made
pursuant to a binding and irrevocabie payroll reduction authorization,

The payroll authorization specifiss the amount by which the employee's
compensation will be reduced in order to purchase the service credit and the
duration of the authorization. '

The authorization cannot be revoked, except in limited circumstances involving
termination of employment or death of the employee.

The most recent IRXS rulings on service purchase pick-ups have inciuded the following

timitation language:

This ruling is based on the conditions that (1) a participant who elects to purchase
a particular type of service credit may not make more than ome imevocable
election to purchase that type of service credit; and (2) a participant may make
more than one irrevocable election to purchase service credit provided any
subsequent election is for the purchase of a different type of service credit, is
irrevocable, and does not alter or amend the terms and conditions of any prior
election to purchase service.credit.

PLR 200410025 (March 3, 2004); PLR 200347020 (November 7, 2003},

6.

Amounts Atiributable fo Rollovers

Rollovers to a defined benefit plan are treated similarly to employee contributions for
purpases of 415(b) testing:

If the benefit under the plan is payable in any form other than the form described
in subparagraph (A), or if the employees contribute to the plan or make rollover
contributions (as defined in sections 402(c), 403(a)(4), 403(b)(8), 408(d)(3), and
457(e)(16), the determinations as to whether the limitation described in paragraph
(1} has been satisfied shall be made, in accordance with regulations prescribed by
‘the Secretary, by adjusting such benefit so that it is equivalent to the benefit
described in subparagraph (A).

Code Section 415(b)2(B). This provision was amended by EGTRRA and is not reflected in the
current rules. However, the Proposed Regulations treat roliovers in 2 manner similar to after-tax
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contributions, so that the benefit attributabie to the rollover must be converted in accordance
with prescribed factors.

7. Amounts Atiributable to Transfers between Qualified Plans

Under the current regulations, amounts attributable to a transfer from 2 qualified plan (a
plan under Code Section 401(a)) are not included for 415(b) testing purposes.
Treas. Reg. § 1.415-3(d)(1). See PLR 200347020 (Favorable ruling to make transfers from state
defined contribution plan to defined benefit plan to purchase service); PLR 200345042
(Favorable ruling to make transfers from state defined contribution plan to defined benefit plan
to purchase service}; PLR 200335035 (Favorable ruling to make elective transfer from
grandfathered 401(k) to defined benefit plan of amount necessary to buy service credit;
transferred amounts held separately).

However, under the Proposed Regulations, transfers between defined benefit plans that
must be aggrepated are included for 415(b) testing purposes. Prop. Treas. Reg. § 1.415(b)-
HBY(3)(ENA). But see PLR 200411046 (Favorable ruling approving elections to participate in
defined contribution, defined benefit or hybrid plan with plan-to-plan transfers available at
member's option on inital eiection; transfer available on subsequent elections o buy service
credit with certain transferred amounts.)

""""""" 8. Plan-to-Plan Transfers from a 457(b) or 403(b) Plan

There is an open question as to whether transfers made from 457(b) and 403(b) plans
could also be exciuded. Currently, federal regulations limit this exclusion to transfers from
gualified plans. However, Code Sections 403(b)(13) and 457(e)(17) permit a direct trustee-to-
trustee transfer of arnounts from a 403(b) annuity or a 457 deferred compensation plan to 2
governmental defined benefit plan to purchase permissive service credit (either qualified or non-
qualified) as defined in Code Section 415(n)(3)(A}) and to repay contributions and earnings with
respect to a previous forfeiture of service credit as defined in Code Section 415(k)(3). The final
Treasury Regulations for 457 plans make it clear that the IRS believes that the term "permissive
service credit" for purposes of Code Section 457{e)(17) must be defined consistently with Code
Section 415(n), although the limiting prowswns of 415(n} do not have to be applied. In addmon,
the preambie to the Final Regulations raises ancther issue:

. Treasury and the IRS have concluded that section 415(n} does not apply to
such a {ransfer in any case in which the actuarial value of the bensfit increase that
resulss from the transfer does not exceed the amount transferred.

68 F.R.'41232. The meaning of this comment is not clear and because the Proposed Regulations
do not address Code Section 415(n}, we do not currently have any guidance from the IRS as to
whether e plan-to-plan transfer from a 457(b) or 403(b) plan to a qualified plan should be
governed by the same rules as a plan-to-plan transfer from a qualified plan.

9, Restoration of Centributions

Code Section 415(k)(3) provides that any repayment of contributions (including interest)
will not be taken into account for Code Section 415 purposes if the repayment is to 2
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governmental plan with respect to an amount previously refunded on a forfeiture of service credit
under that plan or any other governmental plan maintained by the state or any local
governmental employer within the same state. Thus, so long as the amount repaid does not
exceed the amount refunded, plus interest, Code Section 415 should not apply. However, if is
lmportant to note that the Proposed Regulations do not agree with this interpretation, but rather
treat the benefit attributable to the repayment as includible for 415(b) testing purposes. Prop.
Treas. Reg. § 1.415(b)-1(b)(2)(1i).

D.  AGE-BASED ADJUSTMENT TO LIMITS

1. Benefits Before Age 62

When the benefit begins before the participant reaches age 62, the Dollar Limit benefit
limit generally must be actuarially adjusted so that the limit (as reduced) equals an annual benefit
that is payable when the retirement benefit beging, and which is the equivalent of the Dollar
Limit beginning at age 62. Code Section 415(b){2)(C). The actuarial adjustments must be made
in accordance with Code Section 415(b)(2)E). Pre-EGTRRA, Code Section 415(b)(2)(F)
lirnited the actuarial reduction for governmental plans to a $75,000 benefit payable at age 55 or,
if the benefit began before age 55, the actuarial equivalent of & $75,000 benefit beginning at age

55.

g Exception for Pablic Safety and Military

However, ne age-based actuarial reduction is required for benefits beginning prior to age
62 for qualified participants. A qualified participant is defined as a participant:

(i} in a defined benefit plan which is maintained by a State or political
subdivision thereof,

(iiy with respect to whom the period of service taken into account in determining
the amount of the benefit under such defined benefit plan includes at least 15
years of service of the participarnit —

(I} as a full-time employee of any police department or fire department
which is organized and operated by the State or political subdivision
maintaining such defined benefit plan to provide police protection,
firefighting services, or emergency medical services for any area within
the jurisdiction of such State or political subdivision, or

(IT) as a member of ﬂ_m Armed Forees of the United States.

Code Section 415(b)(2)(G)-(H). The interpretation of this provision has caused some concemn
among public pension plans. For example, it was not entirely clear whether the qualified
participant had to be a sworn officer of a police department or whether any employee of a police
department would be covered by this provision. The Proposed Regulations offer some increased
flexibility for a "qualified participant,” which is defined as:

, : 11
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a participant in a defined benefit plan that is maintained by a state or local
government with respsct to whom the service taken into account in determining
the amount of the benefit under the defined benefit plan includes at least 15 years
of service of the participant ...[a)s a full-time employee of any police department
or fire department that is organized and operated by the state or political
subdivision maintaining such defined benefit plan to provide police protection,
firefighting serviceg, or emergency medical services for any area within the
jurisdiction of such state or political subdivision.

Preamble to the Proposed Regulations. The propesed regulations would clarify that the
application of this rule depends on whether the employer is a police department or fire
department of the state or political subdivision, rather than on the job classification of the
individual participant.

This exception is very beneficial to public safety officers and to other employses of
police and fire departments, including non-public safety personnel. However, this definition
does not cover employees who exercise police powers on behalf of a public agency but who are
not employed by an agency that is calied & "police department” (such as a Public Safety
Department or Emergency Services Authority}), An additional difficult situation arises with
regard to emergency services personnel who are employed by an agency that is not called a "fire -
department” or "police department” but who are performing emergency medical services within

the local government's jurisdiction. It remains to be seen whether the IRS will provide for
further flexibility.

b.  Exception for Disability and Death Benefits

In addition, the actuarial reduction for benefits beginning before age 62 does not apply to
disability benefits or survivor benefits payable in the event of the death of the member provided

under a governmental plan. Code Section 415(b)(2)(1).
¢. Exception for Permissive Service Credit Procedures

A purchase of permissive service credit may be tested under Code Section 415(b} without
regard to the reduction for early retirement.

2. Benefits After Age 65

Fer all members, if the retirement benefit under the plan begins after age 65, the Dollar
Limit is increased so that it is the actuarial equivalent to an annual benefit beginning at age 65.
Code Section 415(b)(2)}D). The actuarial assumptions used to make this conversion are set forth
in Code Section 415(b)(2XE). '

E. -ADDITIONAL SPECIAL RULES
1. Small Benefits

~ Code Section 415(b) has a number of additional special rules that may impact
governmental employers. Code Section 415(b)(4) provides that defined benefit iimits will not be
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applied to reduce a participant's benefits when total annual benefits are $10,000 or less.
However, this limitation only applies "if the emplover has not at any time maintained a defined
contribution plan in which the empioyee has participaied.” Code Section 415(b){4)(B).

2. Less thap 10 Years of Parficipation

When an employee has less than ten years of participation in a defined benefit plan, the
basic Code Section 415(b) Dollar Limit (or the minimum $10,000 exemption from tesiing) is
reduced by 10% for sach year less than ten in which the employee participated in the defined
benefit plan for other than death and disability benefits (but not below 1/1 0™ of the Dollar Limit).
Code Section 415(b)(5) and Treas, Reg. § 1.415-3(g).

F. OPTIONAL FORMS OF BENEFITS

Benefits in 2 form other than a straight life annuity must be actuarially adjusied to a
straight life annuity beginning at the same age in accordance with the otherwise applicable rules.
For example, annuity benefit forms including a post-retirement death benefit or an annuity
providing for a guaranteed number of payments must be adjusted for purpose of applying the
Code Section 415(b) limit. See Treas. Reg. § 1.415-3(c)(I){ii). No adjustment is required for
‘certain benefits, including the actuarial value of a qualified joint and survivor annuity ("QISA™)
that is fully or partially subsidized, the value of benefits not directly related to retirement

~bensfits, and certain cost of living increasés. See Treas. Reg. § TA15-3EN2).

Code Section 415(b)(2NE)({) provides that "for purposes of adjusting any limit under
subparagraph (C) [adjustment to dollar limit before age 62] and ... for purposes of adjusting any
benefit under subparagraph (B) [adjustment for other forms of benefits], the interest rate
assumption shall not be less than the greater of 5% or the rate specified in the plan." With
respect to adjusting a different form of benefit (under Code Section 415(0)(2)(B)), different
inferest rate assumptions are used in the case of a form of benefit subject to Code Section
417(e)3). Code Section 415(b)(2KE)(ii). However, because SDCERS is a governmental plan
which is not subject to Code Section 417(e)(3), these different interest rate assumptions would
not be applicable. Rev, Rul. 98-1, Q& A-3 (plans that are not subject to Code Section 417(e)(3),
such #s governmental plans, are not subject to the inierest rate requirement under Section

415(b)2XE)G))-

Thus, for purposes of converting a form of benefit fo a straight life annuity, the interest
rate assumption should not be less than the greater of 5% or the rate specified in the plan (Le., the
rate used under the plan for actuarial equivalence for that specific benefit form). See IRS
Announcement 55-99. ’

G. COST-OF-LIVING ADJUSTMENT OF CODE SECTION 415(b) LInITS

Cost of living adjustments to a member's benefits are permitted under Code Section
415{d) and Treas. Reg. § 1.415-5(a)(3). By regulation, the adjusted doliar limitation “is
applicabie to . . . employees who have retired or otherwise terminated their service under the

* Code Section 415(0)(2)(EXIii) aiso provides that these same interest raie assamptions should be used in adjusting the 4150)
lnit when benefits begin afier age 65.
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plan with a nonforfeitable right to accrued benefits, regardless of whether they have actually
begun to receive such benefits, as long as the plan specifically provides for the adjustment.”
Treas. Reg. § 1.415-5(8)(3).

With regard to the COLA on SDCERS benefits, the current regulations provide that no
adjustment to the benefi's value is necessary for post-retirement cost of living increases “to the
extent that such increases are in accordance with” Code Section 415(d) and Treas. Reg. § 1.415-
5. Treas. Reg. § 1.415-3(c)(2)(ii). The correct interpretation of this phrase is a matter of some
debate, IRS has said informally and in & private letter ruling that they think an automatic
post-retirement increase must be initially reffected in the value of the member's benefit being
tested, thus resulting in an initial actuarial reduction of the 415(b) limit. This reduction can be
considerable. We do not think that this type of adjustment accurately reflects the regulations,
which reflect an incremental approach — that a COLA does not cause an adjustment "o the
extent” it is consistent with subsequent increases in the Code Section 415 limits. In addition,
there seems to be no reasonable way to project what the increases to the IRS limit will be (by
federal law the increases must be "similar” to the Sociai Security COLA calculations), making it
virtually impossible to reflect an incremental COLA adjustment into a reduced 415(b) limit.

Code Section 415(d)(2).

The Propos&d Regulations incorporate the approach the IRS had taken in informal

As mdlca,ted this reduction can be significant and would result in significantly more membars of
governmental plans approaching the 415(b) limit. Ice Miller and many others have submitted
comments on this pomt but it remains to be seen whether the IRS will address those comments
by revising its stance in final regulations.

H. CONSIDERATION OF AN ALTERNATE PAYEE'S BENEFITS FOR TRSTING PURPOSES

Benefits payable to an alternate payee under a qualified domestic relations order are
treated as part of the member's benefit for purposes of applying the benefit limits under Code
Section 415. IRS Notice 87-21, Q&A-20; see also Announcement 95-99, Q&A-17.

L TESTING OF THE SURVIVOR FORTION OF A BENEFIT

The ruies which apply to a member's benefit aiso apply fo a swrvivor's benefit. Under
Code Section 415(b)(1), the annua! benefit may not exceed the applicable dollar limit ($170,000
for 2005). The Code defines "annual benefit” as "a benefit payable annually in the form of a
straight life annuity (with no ancillary benefits) under a plan to which employees do not
contribute and under which no rollover coatributions ... are made." Code Section 415(b}{2)(A)
{emphasis added). If a benefit under the plan is payable in any form other than this form,

the determinations as to whether the [415(b)] limitation ... has been satisfied
shall be made, in accordance with regulations prescribed by the Secretary, by
adjusting such benefit so that it is the equivalent to the benefit described in
subparagraph (A). For purposes of this subparagraph, any ancillary benefit
which is not directly related to retirement income benefits shall not be taken into
account; and that portion of any joint and survivor annuity which constitutes a
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qualified joint and survivor annuity (as defined in section 417) shall not be taken
into account.

Code Section 415(b3(2)(B).

Thus, the benefit that is subject to testing is a straight life annuity, and any other benefit
under 2 plan which is payable in 2 form other than a straight [ife annuity (other than a qualified
joint and survivor annuity) must be converted 10 & straight life annuity in order to pass 415(b)
testing. In essence, even if a benefit actually being paid is not a straight life annuity, it still
should have been converied to z straight life annuity and tested under Code Section 415(b).
Thus, upon the death of the retiree, there would be no need for a "conversion" of the survivor's
benefit or a change to the existing 415(b) limit as epplied fo the retiree's benefit. Rather, upon
the death of a retiree, the survivor's benefit continues to be tested against the retiree’s benefit
limit. (This would also be true of a qualified joint and survivor annuity, even though it is not
converted to a straight life annuity for testing purposes, because such benefit is exempted from
the conversion requirement.)

J. AGGREGATION OF ToTAL SDCERS BENEFITS POR TESTING PURPOSES

Under a multiple employer plan, two (2) or more employers that are not part of 2 related
group participate in the same plan. In applying the Code Section 415 limits to such muitiple

~employer plans; Treas  Reg § 1415=1{e)(1) provides that for & participant iora multiple employer —

plan, benefits or contributions under the plan attributable to such participant from all of the
emplovers maintainine the plan and compensation from ali the participating emplovers must be
taken into account. Generally, if the employers had maintained separate plans this rule would
not apply, and the Code Section 415 limits weuld be separately determined for each employer
because they are not part of 2 related group.

Iv. :
APPLICATION OF CODE SECTION 415(b) TO SDCERS
AND RECOMMENDATIONS

The purpose of this Section of this Compliance Strategy Report is to relate the
requirements of Code Section 415(b} s cutlined in the previous Section to SDCERS.

A, PLAN DOCUMENT PROVISIONS

 SDMC § 24.1010(h) (per pending amendment) provides that employee contributions to,
and benefits from, SDCERS must comply with the Code Section 415 limitations on contributions
and benefits. The provision further establishes the calendar year as the testing year and permits
SDCERS to modify contributions -as necessary to ensure compliance with Code Section 415.
The Board Rules do not contain any provisions relating to Code Section 415 compliance, nor do
any other policies or documents of which we are aware.
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B. OPERATIONAL COMPLIANCE

1. Definition of the Annual Benefit for 415(b) Testing

Under Code Section 415(b), the benefit that 15 subject to testing is the benefit payable
annually in the form of a straight life annuity ("SLA") with no ancillary benefits to which .
employees do not contribute and no rollover contributions are made. Code Section 415(b)2)(A).

a.  Straight Life Annvity

The benefit that will be tested is the SLA plus the value of the DROP benefit (if
applicable) on a straight life basis.

For plirposes of caiculating the SLA, the value of any subsidy provided as part of 2
qualified joint and survivor annuity was inciuded only when the beneficiary was other than a
qualified spouse. We understand that using the SDCERS "maximum benefit" would generally

accomplish this purpose.
b, Posi-Retirement Increases

SDCERS members receive two post-retifement adjustments: a fixed COLA and a 13®
__Check. Certain_groups receive additional adjustments: a Supplemental COLA znd benefit

increases under the Corbett settlement. The protocols in Exhibit A and Exhibit B treat the fixed
COLA as being within the Code Section 415(d} adjustment. With respect to the Supplemental
COLA, 13" Check and Corbett Settlement, these benefits will be treated as part of the annual
benefit for both prospective and retrospective testing. However, the value of the post-retirement
$2000 death benefit is not included for 415(b) testing. Treas. Reg. § 1.415-3¢(a)}2)1)(B).

« 13" Check

In our various meetings, the question has arisen how to treat the 13™ Check for testing
purposes because under the Municipal Code the 13% Check is treated as a contingent benefit. In
order to respond to the question, we considered the history of the 13* Check. From 1/1/95 to
now, in all but two years the 13" check was paid in full. In 2003 no 13% Check was paid and in
another year over 99% of the 13® Check was paid. Based upon this history, it was decided that
for 415(b) testing purposes, the 13" Check will be treated as an additional annual benefit. Note:
This is consisient with the treatment described m the Rollover Compliance Report and VCP

Filing.) ‘ :
»  Supplemental COLA

- For 415(b) testing purposes, the supplemental COLA is already treated as an annual
benefit. This benefit is referred to in the testing chart as the "Star COLA"

«  Corbett Setflement Amounts

For purposes of 415(b) testing, the Corbett setfiement amount will be treated as part of
the annual benefit,

16
/1623403.16 :




The Corbett-coverad group is a closed group.
¢t Andrecht Settlement Amounts

The Andrecht Settiement amounts were included in the calculation of the annual benefit
provided by SDCERS. Therefore, no additional adjustment is required for this settlement (in
contrast to the Corbett Settlement, which is a post-retirement adjustment).

¢. Factors used in Caleuiating Actuarial Equivalenis

Where necessary to calculate actuanial equivalents, the applicable mortality assumptions
of GAM 83 through December 31, 2002, and thereafter GAR 94, pursuant to Rev. Rul. 2001-62,
2001-2 C.B. 632, were used. An eight percent (8%) interest assumpiion was used.

d. Exclusion of Recipients of Ancillary Benefits

It has been determined that individuals who are receiving benefit payments that are not
directly related to retirement benefits (such as pre-retirement disability and death benefits and
post-retirement medical benefits) will be excluded from testing.

SDCERS also anticipates exchuding all non-taxabie disability benefits (these would be
__line of duty disability benefits). However, we note that an IRS ruling is necessary. as io_the status

of these items and we are not aware that SDCERS has ever obtained such a ruling.

For the pre-retirement disability benefits, SDCERS will still have to apply the 100% of
compensation screen. For the combined pre-retirement disability benefit and the pre-retirement
death benefit, SDCERS will apply an incidental benefit test, such as the 25% of cost test. This
wiil be in addition to, and separate from, the 415 itmits.

2. TAMRA Election

: SDMC § 24.1010(b) (prior to pending amendment) purports to make the TAMRA
election for SDCERS benefits. However, the pending amendment to SDMC § 24,1010 would
remove the language referencing the TAMRA election, as it is not clear that the requirements of
the election were satisfied, We recommended that the TAMRA election should be treated as
repealed because it would impose the private sector plan [imits on certain SDCERS members,
and because it is our understanding that SDCERS operated as though the TAMRA election had

been repealed.

3. Ave Adinstments Viade in 415(b) Testing

a. Benefits After Age 65

For all members whose retirement benefit begins after age 65, the Dollar Limit was
appropriately adjusted, as described in Exhibit A with respect to retrospective testing and Exhibit
B with respect to prospective testing. S
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b. Benefits Before Age 62 — Other than Qualified Participants

For ail members other than Qualified Participants whose retirement benefit begins before
age 62, the Dollar Limit was appropriately adjusted, as described in Exhibit A with respect to
refrospective testing and Exhibit B with respect to prospective testing.

c. Definition of Qualified Participants

As discussed above, the reduction in the dollar limitation for benefits which begin before
age 62 does not apply to Qualified Participants. It is important to keep in mind that the group of
public safety employees who may take advantage of this exception is not necessarily consistent
with SDCERS' public safety member classification. For example, since EMTs were moved into
the fire department several years ago, they could be included as a Qualified Participant (if they
meet the service requirements). However, lifeguards were moved into the fire department fewer
than 15 vears ago; therefore, they do not clearly fall within the exception.

We note that the Proposed Regulations provide further guidance as to the public safety
empioyees who may take advantage of the exception. Following is a suggested checklist for
identifying Qualified Participants:

. Is the member credited in SDCERS with at least 15 years of service as an

then apply pre-age 62 screen. If yes, proceed to next question. Note: The 15
years must be with an SDCERS employer, not via reciprocity.® :

. Was the member a foli-time employee of any police department or the fire
department for all of those 15 years of service? If no, then apply pre-age 62
screen, If yes, do not apply pre-age 62 reduction. Count a person as a full-time
empioyee of the department even if they are not a public safety officer. For
example, if a person was a secretary in the fire department, they are a Qualified

- Participant. Service with the departments should be counted, including all periods
of service, e.g., count such service that occurred before termination and
reempioyment. For example, if & member worked on probation for his first six
months and then purchased that time, it should be included. A second example is
& person who worked for one of the departments for three years, then left and took
a refund. He then returned to the department and purchesed those three years.
They should be included,

SDCERS staff has asked whether this exception for public safety officers requires that al}
fifteen (15} years of service be with the same department, or whether the service might be spread
among two or more departments. In addition, SDCERS staff has asked whether police and
military service can be combined to meet the [S-year requirement. The language of the Code
and related regulations are very ambiguous on this point, While the Code language requires
fifteen (15) years. of service for any police or fire department organized and operated by the

* ifthe City plan, the Airport plan, and the Port pian are considered as separate pians, the Proposed Regulations may not permit
combining service,
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governmental employer maintaining the plan or military service, the Proposed Regulations
require service gither for any police or fire depariment or military service. Therefore, we are
unzble to opine on this point, although we believe that the RS should accept any combination of
public safety and military service in reaching the 15 year mark. We therefore are comiortable
with the testing being done using the combination of all San Diegoe police and fire department
service and military service. The IRS, of course, may request a different approach in the VCP
filing on Code Section 415(b).

In addition, we agreed we would add =z discussion of park rangers, who are not in the
police department, but who exercise police powers in the City parks. We believe that the IRS
should treat them as qualified participants if they meet the 15-year test. Therefore, we should
identify this group under the definition of qualified participants,

d. Exclusion of Pre-Age 62 Reduction for Disability or Death Benefits

The pre-age 62 reduction would not be applied to a SDCERS disability benefit or to a
death benefit,

4. 18-Year Adiustment

SDCERS must identify those retirees who have fewer than ten (10) years of service with

~§DEERS-exclusive-of reciprocity-and-exclusive-of-service-purchases—Those-retiress-would
have a reduced 415¢(b) test amount — for example, if the retiree only had five (5) years of service
with SDCERS (exclusive of reciprocity and service purchases), the retiree's age-adjusted Hmit
would be 50% of the age—adjusted limit. The limit can never be lower than 10% of the otherwise
applicable limit. We realize this could create failures because of several design elements (Le.,
the Port and Airport Plans have a five year vesting schedule, reciprocity provisions that allow for
crediting service in other plans, a pre-1992 group who had less than 10 years of service but were
vested as a mandatory retirement age group, and the SPSP "5+5" group). These adjustments are
described in Exhibit A with respect 1o retrospective testing and Exhibit B with respect to

prospective testing.
C. AMOUNTS EXCLUDED FROM TESTING

Following is a discussion of the elements that have been considered for exclusion in the
screening and testing process. :

1. After-Tax Emplovee Contributions

SDCERS would normaliy identify the portion of the annual benefit that is attributable to
after-tax employee contributions, which benefit could be "subtracted" from the annual benefit.
In order to perform this caleulation, SDCERS would have to be able to identify mandatory
employee contributions that were made prior to the adoption of the pick-up and any voluntary
post-tax contributions (including after-tax contributions for service purchasss). However, we
ultimately recommend that in the testing protocol the benefit attributable to after-tax employee
contributions not be excluded from 415(b} testing, because those after-tax contributions were not
tested under 415(c). This would be consistent with Code Section 415(n} testing.
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a. Mandatory Empioyee Contributions

SDCERS implemented a pick-up of mandatory contributions in 1987 for - all
contributions made by the employer. Prior to that time mandatory employee contributions were
made on an after-tax basis; therefore, under the IRS regulations the benefit attributable to those
mandatory contributions would be excludible from 415(b) testing. However, (f those mandatory
contributions exceed the 415(c) limits, the benefit attributable to the excess contribution would
not be excludible. These pre-87 contributions will only be "backed out" from the 415(b) testing
in cases where a failure has been identified in the testing group under the prospective
methodology. The initial screen will leave them in.

b.  Voluntary USERRA Contributions

It is our understanding that USERRA contributions are subtracted from any differential
pay for the member. However, if the member did not receive differential pay, the member would
be given the opportunity to pay those contributions on an after-tax basis. Therefore, SDCERS
would be permitted to exclude the benefit atributable to the post-tax USERRA coambutlons
from 415(b) testing, if the post-tax USERRA contributions would not have exceeded the 415(c)
limits in the year of service.

c. DROP Contributions

SDMC § 24. 1404(5}{4} pmwdes that DROP confributions are made pursuant to a 414(h)

pick-up. Therefore, the benefit attributable to these contributions would be included in 415(b)
testing.

d. Voiuntary Conitributions for Permissive Service Credift Purchases;
Missed Contributions

As noted above, the amount contributed for permissive service credit may either be tested
under a modified 415{(c) or 415(b) test. If the permissive service credit purchases exceeded the
modified 415(¢) limit, then the modified 415(b) test would have to be applied.

When SDCERS has determined that contributions have not been remitted for a period of
service, the member is "billed” for these contributions as a pre-condition for receiving credit for
that period of service. If those missed confributions are paid by the member with after-tax
doilars, those contributions would be tested under Code Section 415(n) using the modified

415(b) test.’
e. Voluntary Contributions for Non-Permissive Service Credit Purchases

Voluntary employee after-tax contributions that are made for non-permissive service
credit purchases must be tested under Code Section 415(c). If those voluntary after-tax
contributions were appropriately tested under Code Section 415(c} at the time of purchase, the -
benefit atiributable to those contributions may be excluded from 415(b) testing.

*  This date was provided by staff on 12/7/2005.
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£ Proposed Correction Approach

Because SDCERS has not had a 415(¢c) testing program in place prior to this compliance
review, we have suggested as a correction approach that no after-tax employee contributions
would be excluded from 415(b) testing. See Exhibit A.

Starting with January 1, 2007, and on a prospective basis, 415(c) testing will be applied.
Testing for 2006 will be handled in a self-correction manner. We also recommend, as a going-
forward matter, that SDCERS keep a2 record of the type of service purchased and the source of
the purchase. This will be done by reprogramming PensionGold (the SDCERS operating
system).

BensionGold currently has fields with drop down selections that are used to identify the
sources of money received for the payment of Purchase Service Contracts:

“Payment Tyoe Choices:

401k Transfer
Balance Adjustment
Cashless Transfer®
Lump Sum Payment

O —— Manual HE—
Rollover
SPSP Transfer
Transmittal

If the Rollover option is selected as the Payment Type, the “Rollover information”
sect;on is enabled. This section has a “Type” field with the following selection options:

401(K)

403(b)

457

Individual Retirement Acocount
Other Quelified Plan

(Orther fields in the Rollover information section_include:
Acct. Name
Acct. Number
Acet. Holder

Each Payment received is identified in the system as "Pre or Post tax," as well as tied
directly to 2 specific contract which identifies the service purchase type.

5 This type of transfer is addressed in a separate VCP filing and Report.

21
1/1623403.16



To provide for accurate prospective 415(c) testing, we recommend that an additional
payment type be identified as 457(b) or 403(b) direct transfer to identify those situation where
permissive service credit is being purchased. We also recommend that the specific type of
service being purchased be identified so that it can be determined that ar appropriate source of
funding was used.

2. Roliovers’

The amount of the annual benefit that is attributable 1o rollovers may be excluded from
415(b) testing. As noted zbove, the benefit attributable to a rollover must be calcuiated in a
manner permitted by the IRS. The properly calculated benefit attributable to the rotlover could
be "subtracted" from the annual benefit for testing purposes. Appropriate conversion factors for
roliover purchases will be utilized.

3 Tfﬁnsfers from a Qualified Plap

With regard to transfers from a qualified defined contribution plan, the amount
atiributable to the transfer would be exciudible from 415(b) testing using IRS prescribed factors.
However, if there is a transfer from another defined benefit plan where aggregation is required
(because, for example, the plans are maintained by the same employer or related employers),
then the total benefit would be tested under 415(b). If the transfer is not from a defined bensfit

plan where aggregation is required, thell the benefit afffibutable 15 the fransferred amount could

be “subtracted” from the annual benefit for testing purposes. Appropriate conversion factors for

transfers in this situation will be utilized. Nete: In this case, the employers partm@aﬁng in
- SDCERS do not maintain another defined benefit plan.

4, Transfers fro_m a 403(b) or 457(b) Plan

Current IRS guidance does nét directly address a transfer from a 457(b) or 403(b) plan
for testing purposes, Retrospectively, we are not backing out 457(b) and 403(b) transfers,
Prospectively, the chart below will be followed.

5, Purchase of Service Chart

The following chart identifies the various purchases that may be made under the
Municipal Code® and our assessment of whether they would appropriately be categorized as
permissive service credit — qualified or non-qualified — and the types of contributions that could
be used for the purchase. For the category “permissive service," we are assuming that SDCERS
assures that there {s no double-counting of service and only one vear of credit may be received
for any 12 month period. For the category "sources” we are referring to whether 2ll types of
employee contributions can be made for the purchase — after-tax contributions under 415(c),
after-tax contributions under 415(n), roliovers, plan-to-plan transfers from a DC gualified plan,
and plan-to-plan transfers from a 457(b) or 403(b) plan. With respect to transfers, the final 415
regulations may offer more guidance for prospective testing.

8 Board Rules 10.00-10.40 describe Board policy with respect ©o the purchases that are set forth in the Municipat Code.
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SDMC § /Type

Permissive
Service

Qualified or
Nongqualified

Souarces

Treatment for 415(b)
Purposes

Iissed Contributions

Yes

Qualified

All

Back out benefit
attributable to rellovers,
DC and 457(b)/403(b)
transfers, based on IRS
factors: use modified
415{b) testing under
415{n),

24,1301 -LTD

Yes

Qualified

All

.Back out benefit

attributable to rollovers,
DC and 457(b)/403(b)
transfers, based on IRS
factors; use modifiad
415(b) testing under
415(n).

24.1302 — Probation.
Employee
contributions only

Qualified

All

Back aut benefit
atfributable to rollovers,
DC and 457(5)/403(b)
transfers, based on IRS

factors;use-modifisd
415(b) testing under
415(m).

24,1303 - City
Service

Yes

Qualified

All

Back out benefit
attributabie to rollovers,
DC and 457(b)/403(b)
transfers, based on IRS
factors; use modified
415(b) testing under
415{(n).

24,1303 - 1981 Plan
— waliting period

Yes

Qualified

All

Back out benefit
attributable to rollovers,
DC and 457(b)/403(b)
transfers, based on IRS
factors; use modified
415(b) testing under
415(n).

24,1304 — Part-time,
hourly pre 1/2/97

Yes {no double
counting)

Qualified

All

Back out benefit
attributable to rollovers,
DC and 457(b)/403(b)
transfers, based on IRS
factors; use modified
415(b) testing under
415(n).

24,1305 ~
Reinstatement - pre

Yes (no double
counting)

Qualified

Back ont benefit
atfributable to roliovers,

I/1623403.16
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Permissive Qualified or Treatment for 415(b)
SDMC § /Type Service Nongualified Sources Purposes
1/2/97 DC and 457(b)/403(b)
transfers, based on IRS
415¢k) Service factors; use modifisd
415(b) testing under
415(n).
24.1306 — Repayment | Yes Qualified All Back out benefit
of refunds ~ 415(k) Service attributabie to rollovers,
contributions plus DC and 457(b)/403(b)
interest transfers, based on IRS
factors; use modified
415(b) testing under
415(n).
24.1307(a)— Yes Qualified All Back out benefit
Approved leave (one attributable to rollovers,
year) by payment of DC and 457(b)/403(b)
"employee cost" for transfers, based on [RS
leaves that begin factore; use modified
before 2/1/97 415(b) testing under
4 } 5(1.1)- o T
241307 b) — Yes Qualified Al Back out benefit
Approved leave attributable to rollovers,
(more than one vear) DC and 457(b)/403(b)
by payment of transfers, based on IRS
employee and factors; use modified
emplover cost for 415(b} testing under
leaves that begin 415(n).
before 2/1/97. _
24.1307(¢c) — After Yes Qualified All . Back out benefit
1197, LTD, FMLA, attributable to rollovers,
leaves without pay. DC and 457(bY/403(b)
transfers, based on IRS
factors; use modified
415(b) testing under
415(n}.
24.1308 ~ Field of Yes Cualifted All Back out benefit
Membership attributable to rollovers,
. DC and 457(b)/403(b)
transfers, based on IRS
factors; use modified
415(b) testing under
415(n).
24.1309 — Miiitary Yes Qualified All Back ouf benefit
Service: USERRA aftributable to rollovers,
service (Per DC and 457(b)/403(b)
24
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of service is
“identified then
purchase may be
made with after-tax
employee
cantributions

ervice credit,

RS mon=

binding ruting
requires period

1 of service or

empioyment.
New Board
Rule 10.60
establishes
procedure for
definifion as
permissive
service

provided ~ may

"b"e‘qmi‘l ifiedor—1

nonqualified
permissive
service.

If non-qualified
may only be
purchased by
employee with

.5 years of

service and
total purchase
may not exceed
5 years,

contributions

Permissive "Qualified or Treatment for 415(b)
SDMC § /Type Service Norgualified Sources Purposes
SDCERS, this only transfers, based on IRS
covers USERRA factors; use modified
service.) 415{b) testing under
415{(n). Note: Electing
this for convenience could
be treated separately from
atl other service.
241312 - 5 year Not permissive | n/a Rollovers, For roilovers and DC
purchase - No period .| service DC transfers, | transfers, back out benafit
of service identified picked up attributable to rollovers
contributions, | and DC transfers, based on
after-iax IR factors.
employee For after-tax employee
contributions | contributions, test under
415(c) reguiar limits
24,1312 ~ 5 year In order to be Depends on After-tax Use modified 415(b)
purchase. If a period | permissive certification smployee testing under 415(n).

24.1312 ~ 5 year
purchase — A period
of service identified —
purchase is made
with 437(b) or 403(b)
transfer

In order to be
permissive
service cradit,
IRS non-
binding ruling
requires period
of service or
employment,
MNew Board
Rule 10.60
establishes
procedure for

| definition as

permissive

N/A

Transfer from
457(b) or
403(b) plan

Back out benefit
attributable fo
457(b)/403(b} transfers,
based on IRS factors

* Use modified 415(b)

 testing under 415(n).

1/1623403.16
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_ Permissive Qualified or Treatment for 415(b)
SDMC § /Type Service Nongualified Sources Purposes

service

6. 401{h) Amounts

Payments made from the 401(h} account do not count toward the Code Section 415(b)
limit. Treas. Reg. § 1.415-3(d)(2)(ii). However, Code Section 415(1) provides that contributions
allocated in an "individual medical account” shall be treated as an annual addition to a defined
contribution pian, but are only subject to the 415(c) dollar limit {not the compensation limit).

However, it is our understanding there are currently no SDCERS reserves left to pay this
401(h) benefit. Consequently, retiree medical is either paid from other sources or not paid at all.

7. Agoreration of Pavments to Alternaie Pavees

For purposes of 415(b) testing, SDCERS must aggregate payments to the member with
any payments to alternate payees under the community property laws, including payments made
pursuant to child support and spousal support orders. PensionGold was modified as of
Yanuary 1, 2003, so that all payments made with respect to 2 member are "associated” with the

“menmber i addition to paymients to altertite payees, the “association" also includes deductions

from the member's benefit such as an IRS levy, In order to have accurate 415(b) testing both
prospectively and retrospectively, all "disassociated" payments must be associated with the
appropriate SDCERS member. That "association" was done only with respect to the "initial
failure” group of 89. (Please note that the initial group screen did include a 20% load for other
than member payments.) Therefore, the total population has not been "associated.” The 89
initial fallures were "associated." Prospectively, SDCERS must associate ali members when

tested.,
D.  CLASSIFICATION OF EMPLOYER CONTRIBUTIONS

SDCERS staff has indicated that the SDCERS system does not track employer
contributions as to what portion represents an offset confribution and what portion represents a
pick-up (as Code Section 414(h)(2) defines the term) contribution. The result is that the benefit
attributable to any employer contribution (reguler, offset, and pick-up) will be subject to 415(b)
testing. This is the appropriate result under Code Section 415(b).

In order to enhance future compliance efforts, we strongly recommend that SDCERS and
the plan sponsors use the term pick-up in the manner provided for in Code Section 414(h)2).

E. QUALIFIED EXCESS BENEFIT ARRANGEMENT ("QEBA™)

We note that Ordinance No, 0-18390, adopted on March 19, 2001, authorizes the

" establishment of a qualified governmental excess benefif arrangement (known as the

Preservation of Benefit Plan) by SDCERS to pay benefits in excess of the Code Section 415
limitations, SDMC §§ 24.1601 to 24.1608 provide basic provisions regarding the establishment

- of a QEBA. However, we understand that there was no separate plan document for the QEBA
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“and the above-referenced provisions of the SDMC do not contain sufficient detail to address all
aspects of the operation of the QEBA. For these reasons, we recommended during our
September discussions that SDCERS establish the QEBA through a separate plan/trust document
containing detailed provisions regarding the plan, That document has now been drafted. This is

~ covered in a separate report, and will be submitted to the IRS in a PLR.

F. CONCLUSIONS REGARDING RETROSPECTIVE 415(b) TESTING

1, | Definiticn of Tested Group

SDCERS, working with Ice Miller and Cheiron, developed a protocol for determining
whether there have been 415(b) violations in prior years. This protocol began by identifying the
entire population of 5530 retirees. That total was initially reduced by disabilitants who were not
receiving a service retirement (450). The group was then reduced to retirees who began
receiving benefits on or after January 1, 1995, After removal of 26 records reflecting deceased

. or suspended participants, this remaining group cousisted of 2041 individuals, who were then
tested under 415(b). See Exhibit A for the assumptions that were used in testing this group. This
date (1/1/95) was selected for the foliowing reasons:

From a Benefit Standpoint

L The-DROP-benefit is one-of-the-potential-"causes™-of-4 1 5(b} fatlures—The

DROP benefit was initiated after January 1, 1995 (April 1997). Therefore,
all DROP recipients are being tested under the new protocol.

2. Using the 1/1/95 date captures all of the Corbett and Andrecht settlement
amounts.

3. Service purchases are another potential cause of 415(b) failures. The
largest service purchase programs were initiated after January 1, 1995,

4. Multiplier increases are another potential cause of 415(b) failures. The
most recent multiplier increases took effect in 1997 and 2002.

From the Code Standpoint

1. The grandfather provision enacted with Code Section 415(rm) applies to
benefits prior to January 1, 1995.

The grandfather provision enacted with Code Section 415(n) applies to
any service purchase in effect on August 5, 1997.

2

2, "Sereens' Used in Retrospective Testing

a, First Screen

Cheiron has run its 415 testing at 90% of the apphcable 415(b) limit with the assumptmns
set forth in Exhibit A and discussed above. This first screen was conservative:
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It tested the benefit derived from all contributions, including rollovers, plan-
to-plan  transfers, pre-tax employee contributions and mandatory
contributions, service purchases, and employer contributions.

It did not apply the more favorable age-reduction rules for qualified public
safety participants.

It included DROP accruals computed based upon the actual option selected by
the member.

It reflects the annual benefits, which were adjusted by a 20% increase to take
into account co-annuitant issues.

This first screen resulted in approximately 89 persons being identified as exceeding the
415(b) limits, out of a pool of 2,041 benefit recipients.

b. Second Screen

These 89 individuals were re-examined by SDCERS staff and Cheiron by doing the

following: .

11623403.16

servica retirement, so that that the benefit attributable fo those rollover
amounts could be backed out of the benefit calculation.

Identify transfer amounts (from the DC plans, Le., the SPSP and the 401(1{)
Plan) that were used for service purchase for service retirement, so that the
benefit attributable to those transfers could be backed out of the benefit

calculation.

On the joint and survivor elections - if the benefit is a qualified (spouse)
survivor annuity (either 50% or 100%), test under more favorable rules under
Code. '

Check if any of the failure participants have QDROs which have to be
aggregated and, if so, aggregate the benefits,

Determine the member's service history -- what departments did the member
actually work in. The purpose would be to determine if the member should be
categorized as public safety. As discussed above, we suggested including
those with 15 years in either a police or fire department. As we have indicated
above, the gualified participants do not have to be sworn. Service purchases,
other than purchases of public safety employment (such as probationary .
service or restored time), do not count toward the public safety years. Service
purchases of public safety employment do count.

Identify roliover and. transfer-amounts-that-were used for service purchase for— oo



The second screen did not exclude from tfesting any after-tax employee contributions,
whether mandatory or voluntary, The second screen also did not include transfers from the

457(b) pian-or from a DB plan.
The resulting number of 415(b) violations was 25.

3. Pavments of Excess Benefits from the Preservation of Benefit Plan

After compiletion of the above screens, the excess benefits of the affected individuals will
be paid by the plan sponsors pursuant to San Diego Municipal Ordinance O-18530, March 19,
2001 (the "Ordinance"), which establishes the Preservation of Benefit Plan ("POB Plan") as 2
qualified governmental excess benefit arrangement within the meaning of Code Section 415(m).

We have recommended to SDCERS that & private letter ruling be pursued in order for the
IRS to approve the POB Plan as a qualified excess benefit arrangement under Code Section
415(m) and to approve a rabbi trust for the POB Plan under Rev. Proc. 92-64, 1992-33 LR.B. 11
In the interim, SDCERS has determined that it will seek direct payment from the plan sponsors
of the excess benefits.

Once the POB is in place, SDCERS staff wants to use a “modified cliff approach.”
Under this approach, a retires would be paid hig/her full monthly benefit from the qualified

SDCERS plan untilthe "modified cliff date isidentified.  The niodifisd ¢liff i determined by
first identifying the amount of 415(b) excess for the year and determining how many months of
benefits would have to be paid from the POB. Then, that amount is further adjusted to make sure
that the member is receiving a portion of his/her benefit from the qualified plan in order that
deductions from that benefit can continue.

A very simplified example demonstrates this approach: assume that a retiree is receiving
a straight life annuity and has an excess benefit that equals 1/12 of his annual benefit. That
wouid mean that he would receive 11 months of benefit from the qualified plan and one month
of benefits from the POB. But if the retiree has a deduction from his benefit that equals % of his
monthly benefit, then he would receive % of his monthly benefit from the qualified plan in
month 11 and month 12 (in order to have dollars available for the deductions to take effect) and
fie would receive ¥ of this monthly benefit from the POB in month 11 and monthi 12,

(. CONCLUSIONS REGARDING PROSPECTIVE TESTING

1. Definition of Tested Group

Retrospective testing will cover the period 1995 through June 30, 2005, Testing for the
balance of 2005 and 2006 will be handled as a self~correction using the retrospective testing
method.

All members who retire on and after January 1, 2007, will be tested in accordance with
the 415(b) protocols being deveioped by Cheiron, a draft of which is set forth in Exhibit B. To
the extent information is available on pre-pick-up employee contributions, the afier-tax
contributions will be backed out for 415(b) testing.
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2. "Screens' Used in Testing

Linea will build screens based upon PensionGold (the software used by SDCERS) fields.

i Payments of Excess Benefits from POB Plan

Payments of excess benefits that result from prospective screening will be accomplished
as stated above,
v, ‘
OVERVIEW OF LAW WITH RESPECT TO
DEFINED CONTRIBUTION LIMITS

Annual additions made or deemned to be made to a defined contribution plan are subject
to the limits under Code Section 415(c). This test is applied on an znnual basis and it is
applicable to those governmenta! defined benefit plans that provide for afier-tax employee
contributions or certain purchases of service. Thus, after-tax employee contributions and after-
tax payments for purchases of service are tested under the Code Section 415(c) limits, in the
same -~ manner as  coniribufions to 2  separate ~ defined contribution  plan.

Treas. Reg. § 1.415-3(d)(1).

A THE DOLEAR LIMIT ON M ANNUATADDITIONS"

1. Current Limits

The defined contribution limits contain both -a Dollar Limit and a perceatage of
compensation limit ("Percentage Limit"), EGTRRA increased the Dollar Limit for defined
contribution plans from $35,000 to $40,000 for plan years beginning in 2002. This $40,000
dotlar limit is subject to more rapid indexing, with annual cost of living adjustments in $1,000
increments instead of the current $5,000 increments. For 2006, the limit is $44,000,

Under prior law, the Percentage Limit did fnot permit contributions to exceed 25% of
compensation, However, EGTRRA amended this limit for plan years begioning in 2002, and
permitted annwal additions to defined contribution plans of up to 100% of the participant's
compensation, or $40,000 (as adjusted for inflation), whichever is less. For purposes of this
definition, "compensation” includes both elective deferrals to a 401(k) plan or 403(b} plan and
amounts contributed or deferred by the employer at the employee's election under a cafeteria
plan, qualified transportation fringe benefit plan, or a 457 deferred compensation plan.

Certain coniribufions are not included in the definition of "annual additions® that are
tested under Code Section 415(¢), Mandatory employee contributions that are picked-up by an
employer, or service purchase payments paid for by pre-tax (picked up) installment payments,
simplify Code Section- 415 {esting because mandatory comtributions or service purchase
~ installment payments picked up pursuant to Code Section 414{h}{2) are not required to be treated
as conributions to a separate defined contribution plan. However, the resulting benefit must be
tested under Code Section 415(b) upon separation.
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Additionally, Treas. Reg. § L.415-6(b)(2) provides that a fransfer of funds from one
qualified plan to another is not an "annuai addiion” subject 10 testing under Code Section 415(c).
Furthermore, Treas, Reg. § 1.415-6(b)(3) provides that the following types of contributions are
not treated as employee contributions and thus are not "annual additions™:

{i) Rollover contributions, and
(if)  The direct transfer of employee contributions from one quelified plan to another.

Additional exceptions from the 415(¢c) limits include USERRA contributions and
restoration of forfeited benefits, whick are discussed below.

2. The Limitation Year

The limitation year for 415{c) testing purposes is determined in the same fashion as for
415(b) testing purposes.

3. Code Section 4151003 Repavment of Cash-Outs

Section 415(k)}(3) provides that any repayment of contribufions (including interest) will
not be taken into account for Code Section 415 purposes if the repayment is to a governmental

__plan with_respect_to an amount previously refunded on a forfeiture of service credit-under that— oo

plan or any other governmental plan maintained by the state or any local governmental employer
within the same state. -

4. Testing of USERRA Service Purchases

Special Code Section 415 testing rules apply to the payment of contributions covered by
the Uniformed Services Employment and Reemployment Rights Act of 1994 {"USERRA™).
Pursuant to Code Section 414{u)(1)(A) and (B), payments made in the applicable USERRA
"make-up” period shall not be inciuded in the Code Section 415(¢) test for the calendar year in
which the pavment is made, and shall instead be allocated to the calendar year for which it
relates. This rule exists to address a situation in which make up contributions permitted by
USERRA for multiple years, in addition to the regular on-going contributions, were all made at
once upon the return of 2 plan member on USERRA-approved leave. If the Code Section 415(c)
limits were applied to the sum of these contributions, then a member might exceed the applicable

limit.

In SDCERS' case, generally in "real life," the employee is being paid differential pay
while on military leave, so their regular deductions for contributions remain as is {on a pre-tax
basts). For the few employees who do not receive sufficient pay throughout the period to remain

current on coniributions, they are given options on how {o restore contributions {g.g., lump sum
instaliments). This group may need to be moved to an Exception Management process,

5. Code Section 414(v),

Code Section 414(v) provides that an "applicable employer plan® may permit an eligible
parficipant to make additional glective deferrals in any plan year subject to certain limits. An
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“applicable employer plan® incindes 2 401(a) plan, a 403() plan, 2 SEP or a SIMPLE IRA, and a
457(b) pian. An eligibie participant means a participant in the plan who will attain age 50 in the
plan year and who would otherwise be "capped" out by other Code limitations. These additional
elective deferrals may not exceed the lesser of the "applicable dollar amount" (for 2006 and
thereafter this amount is $5,000) or the difference between the participant's compensation minus
all other elective deferrals. For purposes of applying this limit, all 401(a) plans, 403(b) plans,
SEPS and Simple IRAs of a single employer must be aggregated. Multiple 457(b) plans of 2
single employer must be aggregated, but are not aggregated with the other types of employer

plans.

~ An additional slective deferral under Code Section 414{v) will not be subject o the
otherwise applicable limitation under Code Section 401(a){(30), 402(h}, 4C3(b), 408, 415(c), and .
457(b) {determined without regard to 457(b}(3)). .

Therefore, in determining whether an SDCERS member who makes an after-tax
employee coniribution is violating the 415(c) limits, the member's 415(c) limit is determined
without regard to any additional elective deferral made under Code Section 414(v).

B. DEFINITION OF COMPERSATION

1. Genperal Rule

Code Section 415(c)(3)(A) defines "participant's compensation” as "the compensation of
the participant, from the employer for the year." Code Section 415(c)(3)(D) inciudes as
compensation elective deferrals under Code Section 402(g)(3) and amounts contributed by the
employer at the election of the employee which are excluded from income under Code Sections

125, 132(£)(4), or 457.

Treas. Reg. § 1.415-2(d)(2) provides the following definition of compensation:

For purposes of applying the limitations of section 415, the term "compensation”
includes all of the following: _

® The employee's wages, salaries, fees for professional services, and other
amounts received (without regard to whether or not an amount is paid in cash) for
personal services actually rendered in the course of employment with the
employer maintaining the plan to the extent that the amounts are includible in

grogs income ...

Hohe

(iiiy Amounts described in sections 104{2)(3), 105(2), and 105(h), but only to
the extent that these amounts are includible i the gross income of the employee,

Code Section 104{a)(1} excludes from gross income amounts recsived under workmen's
compensation acts as compensation for personal injuries or sickness.
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2

Safs Harbor Definitions

There are at least three safe harbor options avallable o a plan for purposes of defining
compensation for Code Section 415(c):

M

()

()

Define compensation on a person by person basis, including all taxable income
and certain items not included on Form W-2, imputed income items, etc. This
approach has the advantage of producing the highest possible compensation
amount for each individual, bul is not administrable for a plan of any size. In
order to take this approach, it would be necessary for SDCERS to determine the
tax treatment of domestic pariner health coverage and various other items.

efine compensation based on the number reported by the employer as gross
income in Box ! of each employee's Form W-2. This approach results in a lower
number than method 1, but is much easier to administer.

Define compensation based amounts subject to federal income tax withholding,
but excluding taxable reimbursements and the cost of group-term life coverage.
This approach also results in a lower number than method 1, but is generally
easily available from the employer or payroll service provider and is therefore
much easier to administer than an individualized approach.

3.

Treatment of Workers Compensation

Plans often question how to treat workers compensation payments for purposes of the
Code Section 415(c) definition of compensation. Generally, workers compensation payments
are excluded from gross income, provided they are paid under 2 workers compensation statute,
and therefore would not be includible as compensation under Code Section 415(c)(3). We
believe this is true regardless of whether the employer is funding the payments directly or has
paid for worker's compensation insurance, as in either case the amounts paid would (presumably)
be paid pursuant to 2 worker's compensation statnte.

There is 2 special rule under Code Section 415(c)3)(C) which provides as follows:

(©)

SPECIAL RULES FOR PERMANENT AND TOTAL DISABILITY. In the case of a

participant in any defined contribution plan—

(i)
(i)

(iif)

- who is permanently and totally disabled (as defined in section 22(e)(3)),

who 1s ziot a highly compensated employee (within the meaning of section
414{q)), and

with respect to whom the employer elects, at such time and in such
manner as the Secretary may prescribed, to have this subparagraph apply,

the term "participant's compensation" means the compensation the participant
wouid have received for the year if the participant was paid at the rate of
compensation paid immediately before becoming permanently and totally
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disabled. This subparagraph shall apply only if contributions made with respect
to amounts freated as compensation under this subparagraph are nonforfeitable
when made. If a defined contribution plan provides for the continuation of
contributions on behalf of all participants described in clause (i) for a fixed or
determinable period, this subparagraph shall be applied without regard to clauses

(if) and (iii).

Treas. Reg. § 1.415-3(d)(1)-(3} provides that the voluntary and mandatory employee
contributions {(but not picked up contributions) under a defined benefit plan are treated as a
separate defined contribution plan maintained by the employer, subject to the limitations on
contributions of Code Section 415(c) and Treas. Reg. § 1.415-6. Thus, while Code Section
415(c)(3)(C) specifies its applicability to defined contribution plans, it could be argued that these
provisions would be appiicable to that portion of a defined benefit plan that is to be treated as a

defined contribution plan.

There s very little guidance on the application of Code Section 415(¢)(3)(C). Treas.
Reg. § 1.415-2(d)(®) is reserved for “special rules for permanent and total disability," but no
regulations have yet been issued. IRS Notice 83-10, which provided guidance regarding
amendments under the Tax Equity and Fiscal Responsibility Act of 1982 ("TEFRA"), did
provide a limited discussion on Code Section 415{c)(3}C):

TEFRA eamended the definition of compensation to permit a defined contribution
plan to include as compensation amounts not actually paid in the case of disabled
employees who are not officers, owners, or highly compensated. In such a case,
the rate of compensation earned immediately before disability can be imputed for
the period of disability. However, any allocations based on this imputed
compensation must be nonforfeitable.  For example, an employee was
compensated at the rate of $10,000 per year. On July 1, 1981, the employes
received a raise that increased his salary to 20,000 per year. On December 31,
1981, the employee became permanently and totally disabled. Although the

- employee only received compensation of $15,00¢ for 1981, in computing the
employee's rate of pay for 1982 the employee is deemed to have compensation at
the rate of $20,000 per year.

The Small Business Job Protection Act of 1996 ("SBJPA"} added the last sentence of
Code Section 415(c){3)(C) in order to extend its provisions to highly compensated employees, as
explained by the Conference Report on the SBIPA:

Present law

Under present law, an emplover mav elect to continue deductible
‘contributions to a defined contribution plan on behalf of an emplovee who is
permanently and fotally disabled. For purposes of the limit on annual additions
{sec. 415(c)), the compensation of a disabled employee is deemed to be equal to
the annualized compensation of the employee prior to the employee's becoming
disabled. Contributions are not permitied on behalf of disabled emplovees who
were officers, owners, or highly compensated before they became disabled.
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House bill

The House bill provides that the special rule for contributions on behalf of
disabled employees is applicable without an employer election and to highly
compensated employees if the defined contribution plan provides for continuation
of contributions on behal{ of all pamcspa.nts who are permanently and totally
disabled.

The Conference Report bn HR 3448 (Auvgust i, 1996) (emphasis added).

This special rule provides that in the case of an individual with a total and permanent
disability, Code Section 415(c) compensation would be deemed to be compensation at the rate
the employee was being paid prior to the disability. This then leads to the question of how this
provision is applied. It is not clear whether Code Section 415{c)(3X(C) is really designed solely
to provide an avenue for an employer to continue to make contributions to a defined contribution
plan by imputing to 2 disabied employes the income that he earned prior fo becoming disabled,
or instead is definitional for 415 compensation purposes, thereby creating 2 base for applying the
415{(c) limit.

In SDCERS’ case, the City has industrial leave paid under the active payroll, with the
possibility the person will go to a different payroll (i.e., workers compensation), This may

réquire {Hat a person in this situation be moved 16 an exception ianagement process.

C. SERVICE PURCHASES

One of our primary arezs of concern with regard to 415(c) testing is with respect to
service purchases. A voluntary employee after-tax contribution is subject to 415(c) testing
unless the more advantageous provisions of Code Section 415(n) apply. As noted in an earlier
section of the report, if an employee makes 2 voluntary contribution for 2 service purchase, the -
volantary contribution may be tested under more generous 415(c) limits or 415(b) limits. The
415(c) Himits under 415(n) are as follows:

For purposes of Code Section 415(n) service purchases, only the dollar Limit
under Code Section 415(c) applies ($40,000 (adjusted for inflation to $42,000 for
2005, $44,000 for 2006)) by treating all permissive Service contributions as an
annual addition under that Himit.

D. ANALYSIS OF ALL CItYy PLANS

Code Section 415(g) requires the aggregation of all plans of an emplover for 415 testing
purposes. Therefore, our other primary area of concem for 415 testing occurs with respect to the
other defined contribution plans that are maintained by the City — the 401(k) plan and the SPSP.
The City's 457(b} deferred compensation plan is not aggregated with SDCERS.
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VL
APPLICATION OF CODE SECTION 415(c) TQ SDCERS
AND RECOMMENDATIONS

A. PLAN DOCUMENT PROVISIONS

SDMC § 24.1010¢h) {per pending amendment) provides that empioyes contributions to,
and benefits from, SDCERS must comply with the Code Section 415 limitations on contributions
and benefits. The provision further establishes the calendar year as the testing year and permits
SDCERS to modify contributions as necessary to ensure compliance with Code Section 415.
However, the Board Rules do not contain any provisions relating to Code Section 415
compliance, nor do any other policies or decuments of which we are aware.

B. TESTING OF "ANNUAL ADDITIONS"

1. Plan Aperegation

_ Prior to 1/1/06, SDCERS has not tested annual additions against the Code Section 415(c)
limitations. The City administers three defined contribution-type plans: the 401(k), SPSP, and a
457(b) plan. The City tests elective deferrals to the 401(k) and 457(b} plans. The City does not
conduct Code Section 415(c) testing for its 401(a) plans (401(k), SPSP, and SDCERS). The

sther City ™~ plas and ~SDCERS are subjecr 1o qualification ~fallure if - the415(¢) testing

requirement is not satisfied and individuals are contributing in excess of the limitations to the .

plans in the aggregate. In order to address this qualification issue, SDCERS would have to
coordinate with City to test for both the dollar and compensation limits under Code Section
415(¢c). For a limitation vear (the calendar year), SDCERS would have to test after-tax employee
contributions to SDCERS against the 415(c) limits by first adding the amount of after-tax
SDCERS contribution to the total annual contributions (both employee and employer) made to
both the 401(k) and the SPSP plans. The resulting total would be tested against the lesser of the
$40,000 (as adjusted by the IRS annually) dellar limit or the 100% of compensation issue. In
order to perform this test, SDCERS must select a definition of compensation that is permitted
under the Code (see next section). The pre-tax {picked-up} contributions to SDCERS would not
be used in the 41 5(c) testing.

If the after-tax contribution was made for a purchase of permissive service credit, Code
Section 415(n) would apply and permit a higher level of contribution than under Code Section
415(c).

~ The Airport and Port only offer a 457(b) plan; they do not provide a 401(k) or 401¢a)
plan. As.a result, 415(c) testing for SDCERS purposes would not require aggregation with the
Airport and the Port 457(b) plans.

2. Definifion of Compensation

We discussed the three safe harbor definitions of compensation with SDCERS staff.
Currently, nione of the compensation fields provided by the City in Pension Gold represents any
of the safe harbor definitions. SDCERS staff and the City have compared W-2 compensation
used by the City with "gross compensation” reported as Gross Salary in Pension Gold. SDCERS
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‘staff has determined that the compensation numbers that are currently provided to SDCERS by
the plan sponsors do not comport with any of the three safe harbor definitions. Therefore, for
future testing purposes, it was determined that SDCERS would ask the plan sponsors to provide
the Medicare wages amount from the W-2 system a$ a reasonable proxy for the safe harbor that
starts with taxable wages and then restores elective deferrals. :

Finally, please note that ali plans which must be aggregated for purposes of 415(c) festing
must use the same definition of compensation for those purposes. Therefore, if the plan sponsors
are using a different definition of compensation for purposes of their testing, SDCERS must
coliaborate with them to arrive at a consistent approach.

C. CONCLUSIONS REGARDING RETROSPECTIVE 415(c) TESTING

Given the 415(b) testihg approach described in eartier sections of this Report, SDCERS is
proposing not to do retrospective 415(c) testing. This should be a reasonable approach
considering the following factors:

«  Since 1987, all mandatory employer contributions have been picked-up and
thus would be subject to 415(b) testing.

»  Since 1997, all service purchases made with after-tax employar dollars are

subject toeither nrodified 415(c) testing or modified 415(b) testing, SDCERS
has elected 415(b) testing.

¢ Service purchases permitted as of August 5, 1997 are grandfathered and thus
are not subject to 415(c) testing.

= For retrospective 415(b) testing, SDCERS is not backing out any after-tax
employee contributions.

= Service purchases made via rollover and plan-to-plan transfer from the DC
plans are not subject to 415(c) festing. ‘

= Service purchases made by ?lzmvto—plan transfers from the 457(b) plan are
subject to regular 415(b) testing.

D. CONCLUSIONS REGARDING PROSPECTIVE 415(¢) TESTING

Given the practical problems associated with 415(c) testing, SDCERS has determined to
take the following prospective approach starting January i, 2007. For the 2006 calendar year, a
seif-correction approach will be followed.

1. Drefinition of Tested Group

The tested group will consist of all employees making after-tax contributions on and after
Januvary 1, 2007, '
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2. Testing of Service Purchases Made with After-Tax Emplovee Contributions

All service purchases made with after-tax employee contributions will be tested under the
modified 415(b) testing under 415(n) if the service being purchased is permissive service,
including qualified and nonqualified service, in accordance with the chart above. This means the

- benefit attributable to these contributions will not be tested under 415(c),.

3 Testing of Other After-Tax Emplovee Contributions

Any other after-tax employee contributions received would be tested at the time of
receipt on an "exception basis." This means that prior to actually accepting the employee after-
tax contributions, SDCERS would contact the City and inform it of the after-tax contributions
and run the 415(c) test. If the contributions "passed,” they would be accepted. If the
contributions failed, they would not be accepted. At the end of the calendar year, thoss
individuals from whom after-tax coniributions were accepted would be retested,

4, USERRA Testing

In the.case of USERRA contributions, the 415(c) limits that would be examined would be
the limits in place with respect to the covered service — not necessarily the year of the payment.

o Fp - Compensation Definition

SDCERS will request the plan sgmnsors provide the Medicare wages amount from the W-
2 system and use that to test.

0. Testing Pretocoi

The testing protocol for this is set forth in Exhibit D.

T, Priority

One issue raised in this context is that of "priority." That is, it is important that a clear
priority be established among the different plans as to what will be reduced first, second, gfc. in
the event that annual additions exceed the Cede Section 415(c) limitation. This priority list
should include not just the different San Diego defined contribution plans, but also the d1ffcrcnt
types of coniributions possible to each of those plans.

H

e First, atternpt the correction through the 401(k) prograrn. The amount of excess
contributions would be distributed fo the member,

o If the amount of 401({k) contributions for the year is not encugh for the correction,
then the next plan to consider wouid be SPSP. However, in order to preserve the
plan's status as the Social Security replacement plan, the amount of contributions
available to be refunded would be limited to the voluntary contributions.
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® If the amount in the SPSP available for refund was insufficient to make the
correction, then the correction would have to be made from SDCERS. This could
affect the member's service purchase.

E. TESTING OF SERVICE PURCHASES —~ BY SOURCE

1. SDCERS Provisions

SDMC § 24.1310(a) provides that in order to purchase Creditable Service a member must
pay an amount, including interest, determined by the Board before the effective date of
retirement. This section goes on to provide as follows:

(b) Subject o any limitations imposed by the Internal Revenue Code, such
payments under section 24.1310(a) may be made by lump sum,
instaliment payments, direct transfer to the Retirement System from any
defined contribution. plan maintained by the City of San Diego, or in such
manper and at such time as the Board may by rule prescribe. Any sums
paid by a Member under section 24.1310 are considered to be and
administcred as Member confributions.

SDMC § 24. lBlO(b) The Board has adoptaed rules under thls section, which the Board has

—e————yapently amended to read asfollows: -

Rule 10.50 Methods of Pavment.

(a) Sﬁb}ect to any limitations or conditions imposed by applicable tax laws
- and regulations, & member may pay for service credit by:

(1) }ump sum,
{2) instaliment payments through payroll deduction,

(3)  direct fransfer to the Retirement System from dny tax qualified
defined contribution plan maintained by the City, Alrport
Authority or Unified Port District,

(4)  rollover or direct transfer of funds from an eligible retirement plan,

(5) direct m-service transfer from an IRC 457(b) compensation plan or
an IRC 403(b) plan, subject to Board Rule 10.60 (subject to prior
approval by the IRS); or.

(6)  any other source aliowable under federal faw.

{b)  The System will treat all amounts paid by members under this Division as
member contributions.
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(c)

(d)

A member must complete all payments to purchase service credit before
his or her effective date of retirement, entry into DROP, or termination of
employment (in the case of a deferred retirement).

If a member elects to make installment payments:

he member must agree to an installment contract with a paymen
1y th b t t tallment contract with 2 payment
plan that includes the purchase cost plus instaliment interest,

(2)  the payments must be made through payroli deduction,
(3) the payments must be at least $20 per pay period,

(4  the System will charge installment interest to the member's
individual account using the actuarial assumed interest rate in
effect at the time the instaliment contract is executed, and

(5)  if making pre-tax payments, the member must complete the
installment contract before he or she first becomes eligible to
service retire, unless the member acknowledges in writing the
negative consequences of failing to do so. (See form SDCERS

uses-for this—SeeExhibit-Lo)

Board Rule 10.50.

The Board has adopted Rule 10.60 to read as foliows:

Rule 18,60 In-Service Transfer of ands from a 457 Defined

Compensation Plagn to Purchase Service Credit.

(2)

(b)

171623403.16

Purchase of Service Credit upder General Five-Year Provision {Board
Rule 10.10): Before assets may be-transferred to SDCERS in-service from
a 457 plan to purchase service under Board Rule 16.10 (general five-year
purchase), the member must complete and sign a certification of
corresponding service, Coresponding service may be any compensated
private or public sector service or seli-employment, as Jong as the service
has not been credit under any SDCERS plan (City, Airport Authority or
Unified Port District). The amount of comesponding service must be
equal to or greater than the amoumt of service credit the member is
purchasing, This subsection will become effective upon IRS approval of
the certification procedure,

Purchase of "Service-Connected" Service Credit. A member may
purchdse gervice-connected service credit under Board Rule 10.00 by an
in-service plan-to-plan transfer from a 457(b) plan. No certification of
corresponding service is reguired.
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With this new Rule 10.60 in place, subject to IRS prior approval, transfers from the 457
plan will be accepted for service purchases as described 1n (2) and (b). Sse PLR 200550042,

The Board Rules also provides for the terms of installment contracts in Board Rule 10.70.
Based upon these rules, it is clear that SDCERS has attempted to avail itself of all methods of

service purchases.

2. Compliance Testing Chart

The following chart shows how the available sources of voluntary employee
contributions for service purchases should be tested under either Code Section 415(c) or 415(n).
(Refer to the earlier chart for a cateporization of service purchases as permissive service and as

qualified and non-qualified service.}

Voluntary Employee Contributions for Service
Purchases

415(c) Testing or 415(n) Testing

In-service transfers from DC Plans (401(k),
SPSP)

415(c) limits (including 415(n) modified
limits} do not apply. Regular 415(b) limits
should be applied at distribution.

Lump. sum . after-tax. employee. contributions and.|..

installment contracts for afier-tax contributions if
for non-permissive service or for nonqualified
permigsive service credit in excess of limits

415{c) limits__apply (lesser of $40,000

{(adjusted) or 100% compensation in the vear
of purchase). These will be tested on an
exception basis.

Lump sum afier—tax employee contributions and
instaliment contracts for after-tax contributions if
for permissive service

415(n) limits apply. Therefore, purchase
will be tested under modified 415(b) limits.

Picked-up employee contributions for instaliment

contracts
Note: A favorable IRS private letter ruling is the

| mechanism for obtaining approval for a pick-up

of employee contributions for a service purchase.

415(c) limits (including 415(n) modified
iimits) do not apply. Regular 415(b} izmits
shouid be applied at distribution.

Lump sum roflovers from eligible plans (401(a),
457(b), 403(b), 401(k}, 403(2) and IRAs)

415(cy limits (including 415(n) modified
limits) do not apply. Rollovers only after
separation from service except [RAs,

Repayment of refunded contributions

Under 415(c3(3), 415(c) limits will not
apply. 415(b) limits will apply at
distribution. '

Lump sum transfers from 457(b)/403(b} plans

Limited to permissive service credit and
restoration of service. 415(c) limits will not
apply. 415(b) limits will apply. See Rule
10.60.
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It 1s our undérstanding from SDCERS staff that the vast majority of service purchases are
made by plan-to-plan transfer from the Employers' plans. However, all of the other mechanisms
are used 1o some extent, including after-tax payments.

3. Teave Conversion Contribufions

In addition to service purchases, the Municipal Code also provides for leave conversion
to Creditable Service!

(c) Notwithstanding section 24. }310(31), effective July 1, 2002, represented
Members in the San Diego Firefighters Local 145 bargaining unit who
have not yet entered DROP 'may convert the cash equivalent of their
Unused Annual Leave accrued after July 1, 2002, to Creditable Service in
the Retirement System on a pre-tax basis, The amount of the Creditable
Service to be credited in the Retirement System will be the amount the
Board determines to be the employer and employee cost of that Creditable
Service. Represented Members in the Local 145 bargaining unit are not
eligible to exercise any cash-out feature of Annual Leave that they accrue
after July 1, 2002, including Annual Leave accrued after July 1, 2002, -
while in DROP,

T SDMC § 24, 1310(5) Ihis provmon provides 1or a pre-iax conversion of uinuséed anfval Teave in

order to buy service in SDCERS.” If these amounts were converted on a pre-tax basis, the
enefit atiributable to these conversion amounts would be tested under 415(b). Please note:

collection of those converted contributions is covered in our Exclusive Benefit Report.

r. TrSTING OF USERR A SERVICE PURCHASES

SDMC § 24.1309 addresses purchase of retirement credit for service in the armed forces.
The provision specifies that for purchases made pursuant to a leave due to military service, the
payment is treated as an annual addition for the calendar year to which it relates. In order to
provide appropriate treatment of USERRA service purchases, SDCERS will need to work with
Employers to determine USERRA eligibility. The problem of accurate USERRA reporting may
be limited to only a few SDCERS members because most SDCERS members who are called to
military service receive differential pay. It is the City's practice to deduct the member's
confribution from the differential pay on a picked-up basis. As & result, most SDCERS members
retiring from USERRA-covered service to employmunt do not need to make any contributions
for th» USERRA leave period.

7 U is our understending that post July 1, 2002, hours can be converted or used to extend DROP or run out with e terminal
leave. On the City side, the hours afier July 1, 2002 cannot be cashed out. We further understand the value of thess annual
{eave hours is calculated using the hourly rate’calculated on the same basis as the pension salary, then converted o dollars,
which dollars are then reconverted to additional time. An exampie presented was where 500 hours equated to $30,000, which
{for that individual) would purchase 1.8472 additional years. The individoal can choose how much 1o convert.
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VIL
VOLUNTARY CORRECTION PROGRAM ("VCP'™) FILING

A. (GENERAL APPROACH

As problems were discovered, we worked with SDCERS, Cheiron, and Linea to develop
a correction mechanism. As we have previously discussed, the Employee Plans Compliance
Resolution System ("EPCRS"), Revenue Procedurs 2003-44, provides for a Voluntary
Correction Prograrn {("VCP™ under which the IRS approves a plan qualification correction
through the issuance of a Compliance Statement. The VCP program is governed by e variety of
correction principals. One of the key requirsments is "full correction":

Generally, a failure is not corrected unless full correction is made with respect to
all participants and beneficiaries, and for all faxable years,

Rev. Proc. 2003-44, Section 6.01. However, as noted in the Conciusidn Sections above,
SDCERS wishes to make a case for a less than full correction based upon the unique facts of the
situation. The testing protocols being proposed are all outlined in Sections IV and VI above.

B. TIMETABLE

the end of 2005. SDCERS would then apply self-correction for 2006. Prospective testing would
begin in 2007,

The-VCPR-would-cover-the retrospective-analysis-that-covers-retirees-from-1995 -through

CIRCULAR 230 DISCLOSURE

Except to the extent that this advice concerns the qualification of any qualified plan, to
ensure compliance with recentiy-enacted U.S. Treasury Department Regulations, we are now
required to advise you that, unless otherwise expressly indicated, any federal tax advice
contained in this communication, including any attachments, is not intended or written by us fo
be used, and cannot be used, by anyone for the purpose of avoiding federal tax penzalties that
may be imposed by the federal government cor for promoting, marketing, or recommending to
another party any tax-related matters addressed herein.

43
1/1623403.16



Appendix A

Overview of Code Section 415 Pmnoscd Rerulations

DEFINED BENEFIT PLANS

¢ Multiple annuity starting dates, The Proposed Regulations provide new rules for
determining the annual benefit under a defined benefit plan when there has been more
than one annuity starting date (L.e., where the application of the Code Section 415(b) limit
must take into account prior distributions as well as currently commencing distributions).
Prop. Reg. § 1.415(b)-2. This would occur when a participant has received one or more
distributions in limitation years prior to an increase in the accrued benefit occwring
during the current limitation year or prior to the annuity starting date for a distribution
© that commences during the current limitation year, These rules may aiso apply when a
benefit payment is increased as a result of plan terms applying a cost-of-living adjustment
("COLA") pursuant to an adjustment of the Code Section 415(b) dollar limit, unless the
plan provides for application of 2 safe harbor methodology set forth in the Proposed
Repulations for determining the adjusted amount of the benefit (see discussion below
under cost-of-living adjustments).

In the case of multipie annuity starting dates, the annual benefit subject to Code Section

4715(b) testing is cqual to the sum of the annual Straight life egiivalent annuity
attributable to the following:

1. the accrued benefit that has not commenced,;

2. the annual benefit determined for any distribution with an annuity starting date
that occurs within the current limitation year and on or before the current
determination date;

3. the annual benefit determined for any remaining amounts payable under z
distribution with an annuity starting date that commenced in a prior year; and

4. the annual benefit affributable to prior distributions.

Prop. Reg. § 1.415(b)}-2(a)(3)(1}.

The annual benefit attributable to prior disiributions is determined by adjusting the
amounts of prior distributions to an actuarially equivalent straight life annuity
commencing at the current determination date. The Proposed Regulations apply rules
that are analogous to the rules for adjusting other benefits to determine the amount of the
actuarially equivalent straight life annuity for purposes of determining the annuval benefit
attributable to prior distributions. Prop. Reg. § 1.415(b)-2(2)(3)(ii), (b).

A prior distribution that has been entirely repaid to the plan (with interest) does not give
rise to an annual benefit attributable to prior distributions. Prop. Reg. § 1.415(b)-

2¢a)(3)iv).
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In the case of a new election modifying multiple annuity payments that have already
commenced, the payments made before the change plus the modified payments must
satisfy the Code Section 415(b) limit in effect on the original annuity starting date, based
on the assumptions appiicable at that time. However, payment adjustments that reflect
cost-of-living increases under Code Section 415(d) are ignored for this purpose.

> Note: The specific rules on the application of testing of multiple annuity starting
dates are very complex. Ice Miller's comment letter focused on this-area as a
primary cause for concern and urges the Service to take a simpler approach to
testing in this area. We believe the multiple annuity starting date proposed rules
could impact a variety of common governmental plan features — ad hoc COLAs,
13% checks, DROPs, PLSOs, and plan amendments. We algo think it also
provides a difficult interaction with Code Section 401(2)(%) compliance.

+« Cost-of-living adjustments.

L

IRS Limit Adiustments. The Proposed Regulations provide rules regarding
applicatior of the cost-of-living adiustments to the Code Section 415 limits. Prop.
Reg. § 1.415(d)-1. The Regulations specify the circumstances under which an
adjusted limit is permitted to be applied to participants who have previously

_ commenced _receiving benefits under a defined benefit plan. The adjusted limit

/162340316

would be applicable to current employees who are participants in a defined benefit
plan and to former employees who have retired or otherwise terminated service and
have a nonforfeitable right to accrued benefits, regardiess of whether they have
actually begun to receive benefits. A plan may provide that the annual increase
applies for 2 participant who has previously commenced receiving benefits only to
the extent that benefits have not been paid, and a plan must specifically so provide
in order for the increase to be effective. Prop. Reg. § 1.415(a)-1{d)(3)(v)(C).

The Proposed Regulations provide a safe harbor under which the annual benefit will
satisfy the limitations of Code Section 415(b) for the current limitation vyear
following an adjustment to benefit payments that is made to reflect the IRS cost-of
living adjustment made under Code Section 415(d). If such adjustments are made
in accordance with this safe harbor, the multiple annuity startmg date rojes will oot
apply with respect to such adjustment. :

An adjustment to a benefit for a COLA increase under Code Section 415(d) will be
treated 25 being made under the safe harbor if (1) the participant has received one or
more distributions that satisfy the requirements of Code Section 415(b) before the
date the increase to the applicable limit is effective; (2) the adjusted distribution is
solely as a result of an increase in the Code Section 415(d) limits, and (3) the
amount payable to the employee for the limitation year and subsequent limitation
vears is not greater than the amounts that would otherwise be payable without
regard to the adjustment, multiplied by a fraction, the numerator of which is the
limitation vnder Code Section 415(b) in effect for the distribution following the
Code Section 415(d) increase, and the denominator of which is such limitation



under Code Section 415(b) in effect for the distribution immediately before the
increase. Prop. Reg. § 1.415(d)-1(a)(5).

o  Plan Benefits with Fixed COLAs. Last vear the IRS issued PLR 200452039, which
provided that a plan benefit with an automatic COLA had to take into account the
value of the COLA when testing the benefit under the Code Section 415(b) limit.
Under the Proposed Regulations, there is an example under which the plan had to
reduce the benefit limit to recognize the value of any automatic, fixed COLAs
provided under the plan. Prop. Reg. § 1.415(b)-1(c)(5), Example 6.

e Benefif tested under 415(b). The Proposed Regulations prchibit both the payment and
accrual of a benefit in excess of the Code Section 415(b) limits. Prop. Reg. § 1.415(b)-
i{e)(1) (3). In the past, this Code Section has generally been interpreted for
governmental plans as requiring that bepefits paid, not just accrued, must meet the 415(b)
Himit.

> Note: Our comment letter to the Service raisss the problems with this issue,
including an overarching concern with the focus of the Proposed Regulations on
- the accrual concept versus the benefit payment concept, noting the inherent
difficulties this would present for governmental plans. We really think this is the
"heart" of the problem with the Proposed Regulations. Without a different

reference point (at least for governmental plans), compliance will be very
probiematic. : _

» Dollar limit applicable fo_early or late refirement. Code Section 415(b)(2)C)
provides that the dollar Iimit must be actuarially reduced when benefits begin before age
62. The Propesed Regulations generally use the plan's determinations for actuarial
equivalence of early retirement benefits, but override them when the use of the specified
statutory assumptions results in 2 lower limit. Prop. Reg. § 1.415(b)-1(d}.

If the beneflt is not forfeited at the member's death, there 1s no adjustment to the dollar
limit with respect to mortality to reflect the probability of the member's death between
the annuity starting date and age 62 (which results in 2 higher doliar limit than if
mortality were considered). The Proposed Regulations allow a pian to treat a benefit as
not being forfeited if the plan does not charge members for providing a qualified pre-
retirement survivor annuity, but only if the plan applies this treatment for adjustments
before age 62 and after age 65. Prop. Reg. § 1.415(b)-1{d)2).

Pursuant to Code Section 415(bX2)(T), the doliar limit is not adjusted for commencement
before age 62 for a distribution from a govemmental plan on account of the participant
becoming disabled by reason of personal injuries or sickness, or as a result of the death of
the participant. Prop. Reg. § 1.415(b}-1{(d)(4). Similarly, the less than ten years of
participation reduction does not apply to such benefits. Prop, Reg. § 1.415(b)-1{g)(3).

The Proposed Regulations similarly provide for the dollar imit to be actuarially increased
for benefits that begin after age 65. However, if the plan does not actuarially increase
benefits in the case of later retirement age, the dollar limit adjustment is not permitted,
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Prop. Reg. §§ 1.415(a)-1(a)y33(v)(C); 1.415(b}-1{e). A National Council on Teacher
Retirerment representative testified on this point at the August 17 hearing, urging the
Service to reconsider this approach. '

+ Conversion of benefits to straight life annuity. The Proposed Regulations provide
rules under which a retirement benefit payable in any form other than a straight life
annuity (or gualified joint and survivor annuity ("QISA™) is converted to the straight life
annuity that is actuarially equivalent to that other form to determine the annual benefit
used to show compliance with Code Section 415 for that form of distribution. The
Proposed Regulations reflect statutory changes that specify the actuarial assumptions to
be used for these equivaiency calculations. Prop. Reg. § 1.415(b)-1(c).

For a form of benefit that is not subject to the minimum present value rules of Code
Section 417(e) (which includes any povernmental plan benefits), the straight life annuity
peyable under the plan at the member' current age (not the straight life actuarial
equivalent of the selected benefit form using the plan's actuarial assumptions) is
compared to the straight lifs annuity that is the actuarial equivalent of the optional form
of benefit, determined using specified statutory assumptions, and the larger of the two
straight life annuities is used as the annual benefit subject to 415 testing. Prop. Reg. §

1.415(b)-1(c)(2).

» Note: Ice Miller's comment letter addresses the issue of the appropriate actuarial
assumptions that should be used for this conversion.

s Benefit forms for which no adiustment is reqguired. The survivor portion of a benefit
that is a QJSA is not taken into account in determining the annual benefit subject to
415(b) testing. The Proposed Regulations provide that this exception will apply to any
portion of a benefit that is paid as a QISA, even if another portion of the benefit is paid in
some other form (for example, a partial fump sum). Prop. Reg. § 1.415(b)-1{c)(4)(1)(A),

@)

Further, anciilary benefits not directly rslated to retirement benefits are not taken into
account for purposes of Code Section 415(b) testing. Prop. Reg. § 1.415(b)-1(c)(4)(i)(B).

s Exclusion of anpual benefit atfributable to mandatory after-tax emplovee
contributiens. The Propesed Regulations retain the rules under the existing regulations
that the annual benefit does not include the annual benefit attributable to mandatory
employee contributions (which are nof picked-up). Prop. Reg. § 1.415(b)-1(b)}1)ii).

The Regulations provide that the annual benefit attributable to mandatory emploves
contributions is determined using the factors described in Code Section 411{c){2)(B) and
(C) and the regulations thereunder, regardless of whether Code Section 411 applies to the
plan (which such Section does not apply to a governmental plan). Prop. Reg. § 1.415(b)-
1(b)(2)(iil). Mandatory employee coniributions (which are not picked-up) are treated as
annual additions to a defined coniribution plan for purposed of Code Section 415(c).
Prop. Reg. § 1.415(c)-1{a)(2)(1i)(B) and (0)(3). Picked-up employee contributions are
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treated as employer contributions to & defined benefit plan. Prop. Reg. § 1.415(b)-
H(b}(2)()(A). |

» Note: In our comment letter to the Service, we have raised our concerns with the
difficulties in applying the Code Section 411 methodology in the governmental
plan context.

The Proposed Regulations provide that, if voluntary employee contributions are made to
a plan, the portion of the plan to which such coniributions are made is treated as a defined
contribution plan under Code Section 414(k), not & defined benefit plar, and is not taken
intc account in determining the annual benefit under the portion of the plan that is a

defined benefit plan. Prop. Reg. § 1.415¢(b)-1(b)}2)(iv).

The Prop.osed Regulations would clarify that picked-up contributions, loan repayments,
the repayment of any amount previously distributed, and the repayment of withdrawn
employee contributions, would not be treated as employee contributions. Prop. Reg. §

1:415(b)-1(b)(2)(ii).

The Proposed Reguiations also provide that, in determining the amount of the annual
benefit that is excluded from testing because it is funded by employee contributions,

member repayments of withdrawn coniributions, even if paid after-tax (and thus counted

as basis) would not be freated as employee contribuiions.

» Note: This treatment does not seem consistent with Code Section 415(k)3),
which provides that repayments of previously withdrawn contributions, plus
interest, are not subject to the Code Section 415 limits. Ice Miller's comment
letter has raised this issue with the Service,

o Exclusion of annual benefit attributable to rollovers. The Proposed Regulations
clarify that the annual benefit subject to Code Section 415(b) testing does not include the
annual benefit attributable to roliover contributions made to & defined benefit plan (L.,
roliover contributions that are not maintained in a separate account that is treated as a
separate defined contribution plan under Code Section 414(k)). Prop. Reg. § 1.415(b)-
1(B)(1){ii). In this situation, the annual benefit attributable to the roliover contributions is
determined by applying the rules of Code Section 411{c), treating the roliover
contributions as employee contributions, regardless of whether Section 411 applies to the
plan. The Proposed Regulations specify that if & plan uses more favorable factors than
those specified in Code Section 411(c) to determine the amount of annuity payments
arising from a rollover contribution, the annual benefit under the plan would refiect the
excess of those annuity payments over the amount that would be specified in Code

Section 411(c). Prop. Reg. § 1.415(b)-1(bX2)}(v).

> Note: This is an area upon which we have commented to the Service, arguing
that the Code Section 411 rules, which are not generally applicable to
governmental plans, should not be used in these circumstances; rather, we have
proposed that public plans be permitied to use the plan actuarial factors in this
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circumstance. We have also asked the Service to provide an example of a defined
benefit plan to a defined benefit plan rollover.

e Treatment of benefits transferred ameng plans. Under the current Code Section 415
Regulations, if & transfer is from one qualified plan to another qualified plan, the annuel
benefit attributable to the transferred assets is not taken into account by the transferee
plen. Treas. Reg. § 1.415-3(b){(1)(iv). Further, a transfer from one qualified plan to
another qualified plan is not an annual addition in the year of the transfer. Treas. Reg. §

1.415-6(b)(2)(iv).

The Proposed Reguiations attempt to provide further detail on the treatment of transfers
between gualified plans, presumably io address concerns by the Service that funds are
being transferred between plans without ever ultimately being tested in some fashion
under Code Section 415, The Proposed Regulations view transfers on & defined benefit
plan to defined benefit plan and defined confribution plarn to defined contribution plan
‘basis. The Proposed Regulations would modify the rules of the existing Final
Regulations for determining the amount of transferred benefits that are exciuded from the
annual benefit under a defined benefit plan in the event of a transfer from another defined

benefit plan. Prop. Reg. § 1.415(b)}-1(b)(3).

In the case of transfers between defined benefit plans subject to the plan aggrepation rules

(i.e., the annual benefit under both plans must be combined for purpeses of Code Section
415 testing}, the transferred benefits are included in determining the anpual benefit under
the plan receiving the transfer (the transferee plan) and are disregarded in determining the
annual benefit under the transferring plan (the transferor plan). Thus, under each plan,
the annual benefit is determined taking into account the actual bepefits provided under
that plan after the transfer. Prop. Reg. § 1.415(b}-1{b)}(3)}(A).

In the case of transfers between non-aggregated defined benefit plans, the benefits
associated with the transferred liabilities (other than surplus assets) are treated by the
transferor plan as 2 single sum distribution (which presumably is tested under the Code
Section 415(b) limit). Although such a transfer is treated as a distribution in computing
the annual benefit under the transferor pian, no corresponding adjustment to the annual
benefit under the transferee plan is made to reflect the fact that some of the benefits
provided under the transferee plan are attributable to the transfer. Thus, the actual benefit
provided under the transferee plan is used to test the annual benefit under the transferee
‘plan, even thought the transferred amount is included as a distribution in determining the
annuat benefit under the transferor plan. Prop. Reg. § 1.415(b)-1(b)(3)(B).

In the case of transfers between defined contributions plans, the transfar is not treated as
an annual addition.

Thus, transfers between defined benefit and defined contribution plans are not
specifically addressed under the Proposed Regulations; in particular, the difficult issue is
a transfer from a defined benefit to a defined contribution plan. Hopefully, the Final
Regulations will provide some clarity to this issue.
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s Avpplication of $10,000 exception. The benefits payable to 2 participant will satisfy
Code Section 415(b) if the benefits payable to that participant under the plan and all other
defined benefit plans of the participant do not exceed $10,000 for the plan year or for any
prior plan year, and the employer has not &t any time maintained a defined contribution
plan in which the participant participated. Thus, for example, a distribution for 2
limitation year that exceeds $10,000 will not fall in this exception, even if it is a single-
sum distribution that is the actuarial equivalent of an accrued benefit with annual
payments that are less than $10,000. Prop. Reg. § 1.415(b)-1(%).

s Less than 10 years of participation. The dollar limit is reduced pro-rata if a participant
has fewer than 10 vears of participation in the plan. This reduction does not apply to a
distribution of survivor or disability benefits from a governmental plan. Prop. Reg.

§ 1.415(b)-1(g).

¢« ODROQO pavments. For purposes of Code Section 415, benefits provided to an alternate
payee under 2 QDRO are treated as if provided to the member. Prop. Reg. § 1.415(a)-

1B

DEFINED CONTRIBUTION PLANS

¢ Timing of contributions. The Proposed Regulations would modify the deadline for

making employer contributions to a plan that are credited to 2 participant's account for a
liritation year for purposes of Code Section 415(c). Under the Proposed Regulations,
the deadline for a tax-exémpt employer to make a contribution to the plan that is credited
to & participant's account for a limitation year for purposes of Code Section 415(¢) is the

15" day of the tenth calendar month following the close of the taxable year with or within
thh the particular limitation year ends. Prop. Reg. § 1.415(c)-1(b)(6)(B).

» Note: This is an extensrc}n from the earlier deadline now applicable under the
- existing regulations (the 15™ day of the sixth calendar month following the close of
the taxable year with or within which the particular limitation year ends).

As under the current Regulaﬁons, employee-contributions may net be included in a
limitation year unless they are actually made to the plan within 30 days after the close of
the limitation year. Prop. Reg. § 1._415(0)-1(b)(6)(C).

The Proposed Regulations also confirm that employer make-up contributions made
pursuant to USERRA, resulting from qualified military service, are not treated as an
annual addition for the year in which the contribution is made, but are freated as an
annual addition for the year to which the contribution relates. Prop. Reg. § 1.415(c})-

LB EXH)D).

o Definition of "Compensation". The Proposed Regulations primarily reflect several
statutory changes that were made t0 Code Section 415(¢c)(3) since the issuance of the
existing Final Regulations. Among these changes are the inclusion in compensation of
certain deemed amounts for disabled participants and nontaxable elective amounts for
deferrals under Code Sections 401(k), 403(b), and 457, cafeteria plan elections under
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Section 125, and qualified transportation fringe benefit elections under Code Section
132(f)(4). Prop. Reg. § 1.415(c)-2.

The Proposed Reguilations also permit a plan to use a safe harbor definition of
compensation, including Form W-2 wages or wages subject to income tax withholding.
Prop. Reg. § 1.415(c)-2(d). ~

The Proposed Regulations also provide that the definition of compensation is subject to
the Code Section 401{2)(17) limits, which is a departure from the generally accepted

* understanding of this rule. However, because governmental plans are not subject to the
100% of compensation limit under Code Section 415(b), this issue has little practical
significance for public plans.

» Compensation after severance from employment. The Proposed Regulations provide
specific rules regarding when amounts received following a severance from employment
may ba included as compensation for purposes of Code Section 415, Unlike the other
provistons of the Proposed Regulations (which may not be relied upon until the Final
Regulations are issued), these changes may be -considered effective immediately for
limitation years beginning on or afier January I, 2005. Prop. Reg. § 1.415(c)-2(e).

Generally, the Proposed Regulations provide that amounts received after severance from

following:

¢ [f made within 22 months after a severance from employment, payments (such as
regular compensation, overtime, bonuses, gte.) that would have been payable if
employment had not ferminated, and payments with regard to accumulated leave
time that would have been available for use if employment had not terminated,
may be included as compensation under Code Section 415, This exception would
not include pure severance pay. ‘

Military differential pay, Le., pay from an employer to an employee who is in Quéiiﬁed
military service, may be included as compensation for purposes of Code Section 415,

» Note: It is not clear from the Proposed Regulations how payments of regular
salary which are made more than 2% months after severance from employment
would be treated. Iece Miller's comment letter asks the Service to clarify this

issue.

« Anpual additions subject to Code Section 415(¢). The Proposed Regulations clarify
the definition of "annual additions” which are subject to Code Section 415(c) testing,
which include employer contributions, employes contributions, and forfeitures. Prop.
Reg. § 1.415(c)-1(b}. Additionally, contributions fo individual medical accounts that are
part of 2 pension plan under Code Section 401(h) are treated as annual additions to a
defined contribution plan (but such contributions are only subject to the dollar limit of
Code § 415(c)). Prop. Reg. § 1.415{c)-L1(a)(2)(3)}C), {e). Annual additions do _not
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" Regulations, all défined benefit plans of &n employer are freated as one defitied benefit

&

include roliovers, repayments under Code Section 415(k)(3), or transfers from another
defined contribution plan. Prop. Reg. § 1.415(c)-1{BY D)D), (B)(3).

Limitation year. The Proposed Regulations set forth rules regarding the limitation year
that generally correspond to the rules under the existing Regulations, and also provide
specific guidelines with respect to overlapping limitation years for aggregated plans.
Prop. Reg. § 1.415()-1. '

Where defined contribution plans with different limitation years are aggregated, Code
Section 415(c) must be applied with respect to each limitation year of each such plan.
For each such limitation year, Code Section 415{c) Is applied to annual additions that are
made for that time period with respect to the participant under all aggregated plans.
Similarly, where defined benefit plans with different Hmitation years are aggregated, the
rules of Code Section 415(b) must be applied with respect to each limitation year of each
such plan. Thus, the dollar limit of Code Section 415(b)(1)(A) applicable for the
limitation year for each plan must be appiied to annual benefits under all aggregated
plans to determine whether the plan satisfies the requirements of Code Section 415(b).

RULES OF GENERAL APPLICABILITY

Combining and ageregating plans. Under Code Section 415(f) and the Proposed

plan, and all defined contribution plans of an employer are treated as one defined
contribution plan. Prop. Reg, § 1.415{f)-1.

No specific guidance under Sections 415(n) or 415(m). The IRS did not issue guidance
with respect to the permissive service credit rules under Code Section 415(n) or qualified
excess benefit arrangements ("QEBAs") under Code Section 415(m), but did ask for
comments regarding the need for guidance on these provisions. In cur comments fo the
IRS we did not request guidance on these statutory sections but did offer our observations
on a few key issues in the event that the IRS does issue guidance.

A8
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SAN DIEGO CITY EMPLOYEES' RETIREMENT SYSTEM
PRESERVATION OF BENEFIT PLAN AND TRUST

ARTICLEL

ESTABLISHMENT OF PLAN AND TRUST

1.01. Establishment Of Plan and Trust. The "San Diego City Employees' Retirement

System Preservaton of Benefit Plan and Trust" ("this Plan") was established effective as of
April 18, 2001,

1.02, Purpose. The purpose of this Plan is solely to provide the part of a Participant's
Retiremernt Benefit that would otherwise have been payable by the San Diego City Employees'
Retirement System ("SDCERS") from the Einployer's qualified plan, except for the limitations of

Code Section 415(b). This Plan is intended to be a "qualified governmental excess benefit

arrangement” within the meaning of Code Section 415(m)(3) and must be mnterpreted and
construed consistently with that intent. This Plan is deemed a portion of the Employer's
qualified plan solely to the extent required under, and within the meaning of, Code Section
415(m)(3) and Article IX of the San Diego City Charter.

This Plan is an "exempt governmental deferred compensation pian” describedlin Code
Section 3121(v)(3). Code Sections 83, 402(b), 457(a) and 457(N(1) do not apply to thi.s.Pl.an, _,
With respect to Code Section 457(a), the maximum amount that may be deferred under thus Plan
on behalf of any Participant for the taxabie year may exceed both the amount in Code Section
457(b)(2) (as adjusted for cost of living increases) and the percent of the participant’s includable
compensation referred to in that Code Section. SDCERS will not hold any assets or income

under this Plan in trust for the exclusive benefit of participants or their beneficiaries.
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ARTICLETIL

DEFINITIONS AND CONSTRUCTIONS

2.01. Definitions. When the initial ietter‘of a word or phrase is capitalized herein, it
has the same meaning as defined below:

{a) "Actuarg' " means the actuary s;eiécted by the Board from time to time.

s)) " Administrator' means SDCERS and includes any person with whom SDCERS

contracts 10 provide services to the Plan.

(¢) "Alrport Retirement Plan’ means the San Diege City Employees' Retirement

System First Amended Retirement Plan for Airport Authority Emplovees as administered under

the First Amended Agreement to Administer Retirement Plan between San Diego City

Employees' Retirement Systemn and San Diego County Regional Airport Authority, or a

subsequent retirement plan established by the Airport.

(d).  "Beneficiary" means an individual receiving joint and survivor benefits from
SDCERS.
(e) "Board' means the Beard of Admumstration of SDCERS established under

Section 144 of the San Diego City Charter.

(f) "City" means the City of San Diego, California.
(g "Code' means the Internal Revenue Code of 1986, as amended, as applicable to

a governmental plan, or corresponding provisions of any subsequent federal income tax law.

(h) "Emplover" means the City.

(i) "Excess Benefit" means the bepefit determined in accordance with Section 4.01
of this Plan.

() "Participant” means a Refiree or Beneficiary who is entitled to benefits under
this Plan.
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(k) "Plan" means the "San Diego City Employees' Retirement System Preservation
of Benefit Plan” established pursuant to Section 24.1601 through 24.1608 of the San Diego
Municipal Code.

{1 *Plan Year" means the ca}endar year.

{m}  "Port Retirement Plan" means the San Diego City Employees' Retirement

Sysrem Retirement Plan for San Diego Unified Port District Emplovess as administered under

the First Amended Agreement to Administer Retirement Plan between San Diego City

Employees' Retirerent System and San Diego Unified Port District, or a subsequent retirement

plan established by the Port.
(nj "Refiree' means a former member of SDCERS who is receiving a Retirement

Benefit from SDCERS.

(0)  “Retirement Administrator” means the SDCERS Retirement Administrator

who is appointed by the Board under Board Rule 4.00.

) "Retirement Benefit" means the amount of retirement income payable to a

Retiree of SDCERS, or the benefit payable to a Beneficiary, without regard to any limitations on
that retirement income or beneflt under Code Section 415(b).

{q "Retirement Fund" means the special fund established by Section 145 of the

San Diego City Charter.

{r) "SDCERS" means the San Diego Chty Emplovees' Retirement System.

(s)  "State" means the Swate of California.
Q) "Trust Fond™ means the trost fund established pursuant to City Ordinance

0-18930, March 19, 2001 and Article VI of this Plan, which fund coustitutes 2 valid trust under

the law of the State.
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(u) "Trustees' mean the members of the Board,

2.02. Construction.

(a) Words used in this Plan in the masculine gender include the feminine gender
where appropriate, and words used in this Plan in the singular or plural include the plural or
singuiar where appropriate.

(b}  Whenever any actuarial present value or actuarial equivalency is to be determined
ﬁnder the Plan 1o cstablish a benefit, it will be based on reasonable actuarial assumptions
approved by the Board in its sole discretion, and will be detg,nnincd in a uniform manner for all
similarly situated Participants. |

ARTICtE m.

PARTICIPATION

All Retirees and Beneficiaries of SDCERS are eligible t0 participate in this Plan if their
Retirement Benefits from SDCERS for a Plan Ycar are or have been since April 18, 2001,
iimited by Code Section 415(b). The Board determines for each Plan Year which Retirees and
Beneficiaries are eligible to participate in the Plan. Participation in the Plan begins eéch Plan
Year once a Retiree or Beneficiary has an Excess Benefit in. that Plan Year, Participation in the

lan ends for any portion of a Plan Year in which the Retfirement Benefit of a Retiree or
Beneficiary is not timited by Code Section 415(b) or when all benefit obligations undér the Plan
to the Retiree or Beneficiary have been satisfied.
ARTICLE IV,

PAYMENT OF BENEFITS

4.01. Benefit Amount.

{a) A Participant in the Plan will receive a benefit equal 1o the amownt of retirement

mmcome that would have been payable to, or with respect 1o, a Participant by SDCERS that could

16247748 -4 -



not be paid because of the application of the limitations on his retirement income under Code
Section 415(h). An Excess Benefit under the Plan will b_e, paid only if and to the extent the
Participant is receiving Retirement Benefits from the Retirement Fund.
{b) Where the Administrator pays a blended benefit to z Participant pursuant to
Section 0400 of the Port Retirement Plan or Section 0400 of the Airport Retirement Plan, the
Excess Benefit payable from this Plan under Section 4.01 will be an amount bearing the same
proportion to the total Excess Benefit payable under all plans administered by the Administrator
as the Participant's years of service credit with the City bear to the Participant's total vears of
service c:;edit with all employers sponsoring plans administered by the Administrator.

4.02. Time for Pavment: Form of Benefit. The Excess Benefit {viil be paid at the

~_same time and in the same manner as the Retirement Benefit payable under SDCERS, and the

timing of the Excess Bcﬁeﬁt must take into account the existence of monthly deductions from
the Retirement Benefit. No election is provided at any time to the Participant, directly or
indirectly, to defer compensation under this Plan.

ARTICILE V.,

CONTRIBUTIONS AND FUNDING

5.01. Fundine. The Plan is, and will remain, unfunded and the rights, if any, of any

person to any benefits under the Plan are limited to those specified in the le. The Plan
consttutes & mere :_msecured promise by the Employer to make benefit payments in the furure,
5.02. Contributions,
{a} The Board will determine the amount necessary to pay the Ex_ceés Benefit under
the Plan for each Plan Year. The Retirement Administrator will provide an estimate of the
Excess Benefit to the Employer on or before February 28 of ..each year. The required

contribution will be the aggregate of the Excess Benefits payable to all Participants for the Plan
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Year and an amount determined by the Beard to be a necessarv and reasonabie‘expense of
administering the Plan. The Empioycr will contribute the amount the Board determines, from
time 0 time, to be necessary 10 pay the Excess Benefit of the Participant and administrative
expenses of the Plan, and these payments will be made before the Employer deposits are credited
to the Retirement Fund. The Employer's required contribution will be due no later than July 1 of
each year; provided, howe-ver, that the Board may establish an earlier due date with respect to
contributions necessary to fund the Excess Benefit of any Participant who will exceed the Code
Section 415(b) limitations prior to July 1 of that year. Under no circumstances will Employer

conuributions to fund the Excess Benefits be credited to the Retirement Fund. Any contributions

not used to pay the Excess Benefit for a current Plan Year, together with any income accruing to

the Trust Fund, will be used to pay the administrative expenses of the Plan for the Plan Year.

Any contributions not used 1o pay the Excess Benefit for the current Plan Year that remain after
paying administrative expenses of the Plan for the Plan Year will be used to fund admimistrative
expenses or benefits of Participants in future Plan Years,

(b) If a Participant is employed by more than one empiover at the time of the
Parcipant's retirement, the Administrator will determine the appropriate amount of
contributions to be paid by each employer to fund the Excess Benefit, and the Excess Benefits
will also be paid from the Employer's separate Plans accordingly.

(c) SDCERS will account separately for the amounts the Board determines to be
necessary ¢ provide the Excess Benefit unde; the Plan for each Participant. But, this separate
accounting will not be deemed to set aside these amounts for the benefit of a Participant.

Benefits under this Plan will be paid from the Trust Fund.
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{d)  The consultants, independent anditors, attorneys, and actuaries performing
services for SDCERS may also perform services for this Plan; but, any fees attributable to
services performed with respect to this Plan will be payable solely by the Employer or from the
Trust Fund. | |

ARTICLE VI,

TRUST FUND

6.01. Establishment of Trust Fund., An "Excess Benefit Trust Fund” (the "Trust

Fund"} was established pursuant to City Ordinance 0-18930, March 19, 2001, separate from the
Retirement Fund, to hold contributions of the Employer. Contributions to this Trust Fund will be
held separate and apart from the funds comprising the Retirement Fund and will not be

commingied with assets of the Retirement Fund, and must be accounted for separately.

6.02. Trust Fund Purpose. The Trust Fund is maintained salely to provide benefits

under & qualified governmental excess benefit arrangement within the meaning of Code Section
415(m), and pay administrative expenses of this arrangement.

.5.03. Trust Fund Assets. All assets held by the Trust Fund 1o assist in meeting the

Employer's obligations under the Plan, including all amounts of Employer contributions made
under the Plan, all property and rights acqﬁir_ed or purchased wi_th these amounts and all income
attributable to these amounts, will be held separate and apart from other funds of the Employer
and will be used exclusively for the uses and purposes of Participants and general creditors as set
forth in this Plan. Participants have no preferred claim on, or any beneficial interest in, any
assets of the Trust Fund. Any rights creaied under the Plan are unsecured contractual rights of
Participants against the Emplover. Any assets held by the Trust Fund are subject 1o the claims of

the Employer's general creditors under federal and state Jaw in the event of insolvency.
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6.94. Grantor Trust, The Trust Fund is intended to be a grantor trust, of which the
Employer is the grantor, within the meaning of subpart E, part I, subchapter J, chapter 1, subtitle
A of the Code, and will be construed accordingly. This provision will not be construed to create

- an irrevocable trust of any kind.

6.05. Trust Foend Income. Income accruing to the Trust Fund under the _Pian
constitutes income derived from the exercise of an essential govemmental. function upon which
the Trust is exempt from tax under Code Section 115, as well as Code Section 415(m)(1).

ARTICLE VIL

ADMINISTRATION

7.01, Administrative Anthoritv. The Board has the exclusive authority to control and

manage the operation and administration of the Plan. The Board has the same rights, duties and

responsibilities respecting the Plan as it has with respect to the Retirement Fund pursuant to
Section 24.1605 of the San Diege Municipal Code. The Administrator has the same duties anci
authority respecting the Plan as the Administrator has with respect to the Retirement Fund.
{a) The Board has the power and authority (including discretion with respect to the
exercise of that power and authority) necessary, advisable, desirable or convenient to enable it:
| (1) fo eswbﬁish procedures 10 administer the Plan not inconsistent with the
Plan and the Code, and to amend or rescind these procedures;

) to determine, consistent with the Plan, appiicabie law, rules or regulations,
all questions of law or fact that may arise as to eligibility for participation in the Plan and
eligibility for distribution of benefits from the Plan, and the status of any person ¢laiming
henefits under the Plan;

3 10 make payments from the Trust Fund to Participanis pursuant to Article

IV of the Plan,
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(4 to contract with a third party to perfofm designated administrative services
under this Plan;

(5)  to construe and interpret the Plan as to administrative issues and to correct
any defect, supply any omission or reconcile any inconsistency in the Plan with respect to
same, subject t© and consistent with the Code.,

{b) Any action by the Board that is not found to be an abuse of discretion will be
final, conclusive and binding on all individuals affected thereby. The Board may take any such
action in such manner and to such extent as the Board in ifs sole discretion may deem expedient,
and the Board will be the scle and final judge of such expediency.

(c) The Board may delcgate any of its authority to the Administrator with respect to

7the Trust Fund.

(d) The Board will seek appropriate rulings from the Internal Revenue Service with
regard to the status of the Plan-under the Code.

‘702 Advice. The Board may employ cne or more persens 1o render advice with
regard to its responsibilities under the Plan.

7.03. Pavment of Benefits. H in doubt concerning the comrectness of their action in

- making a payment of a benefit, the Board may suspend payment until sausfied as to the
correcmess of the payment or the person to receive the payment.
7.04. Delegation bv Administrator. The Administrator will handie the day-to-day

operation of the Plan and may delegate certain functions to a third party.
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ARTICLE VIIL

PLAN AMENDMENTS

The Board from time to time may amend, suspend, or terminate any or ail of the
provisions of this Plan as may be necessary to comply with Code Section 415(m) and to maintain
the Plan's or the Retirement Fund's quaiifted status under the Code.

ARTICLE IX.

NONASSIGNABILITY AND EXEMP’I’ION FROM TAXATION AND EXECUTION

The interests of Participants under this Plan are exempt from any state, county, municipal
or local tax, and are not subject to execution, garnishment, attachment, or any other process of
law whatsoever, and are unassignable and nontransferable, except as otherwise provided by

Section 24.1604 of the San Diego Municipal Code.

ARTICLE X.

MISCELLANEQUS

10.01. Federal and State Taxes. The Board, the Employer, and the Administrator, if

any, do not guarantee that any particular Féderai or State income, payroll, or other tax
~consequence will occur becanse of participation in this Plan.

10.02. Investment. The Board may heold a portion of the Plan uninvested as it deems
advisable for making distributions under the Plan, or may invest assets of the Plan pending the
Excess Benefit payvments in short-term investment grade instruments as otherwise permitted by
law.

10.03, Conflicts. In resolving any conflict between provisions of the Plan, and in
resolving any other uncertainty as to the meaning or intention of any provision of the Plan, the
prevailing interpretation will be the one that (i) causes the Plan to constitute a qualified

governmental excess benefit arrangement under the provisions of Code Section 413(m) and the
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Trust Fund to be exempt from tax under Code Sections 115 and 415(m), (ii) causes the Plan and
SDCERS to comply with all applicable req_uiremeﬁts of the Code, and (1i) causes the Plan and
SDCERS to comply with all applicable State and Cirty laws.

10.04. Limitation on Righis. Neither the establishment or maintenance of the Plan, nor

any amendment fo thé Plan, nor any act or 5mission under the Pian (or resulting frem the
operatior of the Plan) may be construed:

{a}) as conferring upon any Participant or any other person a right or claim against tilé
Board, Trustees, Employer, or Administrator, if any, except to the extent that the right or claim s
specifically expressed and provided in the Plan;

(b} as creating any respensibility or liability of the Employer for the validity or effect

of the Plan:

| {c}  -as acontract between the Employver and any Participant or other person;

(d} as being consideration for, or an inducement or condition of, employment of any
Participant or other person, or as affecting or reétm’cting in any manner or to any extent
whatsoever the rights or obligations of the Employer or any Participant or other person to
continue or terminate the em.plloyment relationship at any time; or

{e) | as giving any Pémicipmt the r;ght to be retained in the Employer's service or to
interfere with the Employer's right to discharge any Participant or other person at any time,

10.05. Erroneous Pavments. Any benefit payment that should not have been made,
according to the terms of the Plan and the benefits provided hereunder, may be recovered as
provided by law,

10.06. Release. Any payment 10 any Participant will, to the extent thereof, be in full

satsfaction of the Participant's claim being paid thereby, and the Board may condition the
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payment on the delivery by the Participant of the duly executed receipt and release in a form
determined by the Board.

10.07. Liability. The Board, Trustees, or Administrator, if any, will not incur any

liability in acting upon any paper or document or electronic transmission believed by the Board,
Trustees, or Administrator {0 be genuine or to'be executed or sent by an authorized person.

The Plan will hold harmless and indemnify the Board, the Trustees, and the
Administrator, and the officers and employees thereof, from financial Joss arising out of any
claim, demand, suit or judgment by reason of alleged negligence or other act by that board
member, trusiee, officer or employee, provided that the board member, trustee, officer or
employee at the time of the alleged negligence or act was acﬁng in the dischérge of his duties

and within the scope of his employment and that the damages did not result from a wiliful and

- wrongful act of gross negligence of the board member, trustee, officer or employvee, and
providéd further that the board member, trustee, officer or empioyee will, within five days of the
time he is served with any summ.ons, complaint, process, notice, demand or pleading, deliver the
original or a copy thereof to the Administrator's legal advisor.

The Board may obtain insurance to provide coverage for any liabilities that may arise as
described by this Section.

10.68. Governing Laws. The San Diego Municipal Code and the laws of the City and

the State of California apply in determining the construction and validity of this Pian.

10.09, Necessarv Parties fo Disputes. The only party necessary io any accounting,

litigation or other proceedings relating o the Plan 1s the Administrator. The settlement or

judgment in any case in which the Administrator is duly served will be binding upon all affected
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Participants in the Plan, their beneficiaries, estates and upon all persons claiming by, through or
under them. |

10.10. Severability. If any 'provision of the Plan is held by a court of competent
jurisdiction to be invalid or unenforceable, the remaining provisions of the Pian will continue to
be fully effective.
| IN WITNESS WHEREQF, the undersigned has caused this Preservation of Benefit Plan

and Trust to be executed as of this Z é day of February, 2007,

BOARD OF ADMINISTRATION OF THE SAN
DIEGO CITY EMPLOYEES' RETIREMENT

SYSTEM AS TRUSTEES
T S W
~‘ i 24 F
Title: e A /7’217;;%;7/ ‘
£ /J/

.I;tr
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SAN DIEGO CITY EMPLOYEES' RET IREMENT SYSTEM --
PRESERVATION OF BENEFIT PLAN AND TRUST

EMPLOYER: CITY OF SAN DIEGO, CALIFORNIA

Effective January 1, 2007

/1624774 8



TABLE OF CONTENTS

Page
ARTICLEI ESTABLISHMENT OF PLAN AND T’RUST ............
1.01. Eézab[ishment OF PIAn and TTUST oivie i ettt s sttt st ee e aesataasten e e ammn ]
LL0Z,  PUTDOSE s b s e b et s st et r b srenesa s rra s s s reanens 1
ARTICLE II. DEFINITIONS AND CONSTRUCTIONS ..o cvererreeressrsessseessessrassenssssaerns 2
2.01. Definitions.....ccoeeeee.e, o terteneere i r— e et eebettaemoensneee s e et erne sma e te et s rrareesnerns e ereaaes 2
202, CONSITUCTION . 1ovvererririseeeeseeiseess et seseeseenrssseresseemesesssestaressnstessssansesssesaimsessseesssoeesss -
ARTICLE TIL PARTICIPATTION ..o e irsesissssiresrisesassessrstoneseesasmssessesmsessssmsessessesssessessnssa 4
ARTICLE IV. PAYMENT OF BENEFITS ..ottt ssr st serssstist st reeeeee e eresanenes e e emsene 4
4,01, Benefit AIDOUTIE. uieteiiraeieerieseeseneestesstessesssess e seeeasreesteteseeneeseseesessseressesssnsssssessmensdh
4.02. Time for Payment; Form of Benefit. ... e ces s ee o3
ARTICLE V, CONTRIBUTIONS AND FUNDING o o L
SOL. PUBGIME oottt ittt e b st e b st bbb s ress e e s ane 5
S0, Ot U OTIS s rvrrrriessaresasreesrrressastresssaesibirsansssaeses e ssb e sesaansas e beraneevesseesenansstsesseeansssees 5
AR TICLE VL T RUS T FUN D Lottt i s eeeianeessetasstsss e ee et s ebamb s s e e meeanentsesmeseaassressssaneas 7
6.01, Establishment of TTUSE FUD oevreeovereceeeeeeesorierems s oo seeseeeses s seesssseeesesssses e e s, 7
6,02, Trust FUnd PUIPOSE .oivecrr s ieiecei it cetbs e ereseeem et s s e e eemees e e nnssvasrtesbneastossesensnesas 7
0.03 . TrUSE I A BIE 1ot iuiriiiiiiiiitientit s itietiesteerotserersssesastasarstiasaes rennnsnssanssnssssressesssntsnees 7
6.04,  Grantor TrUS. e veceviiiirs sttt s b e e et reen 8
6.05.  TTUSE FUNG IDOOTIIC et et eeeesseseereeeteteraat s esesssse oreeeieseemensanes s esenssensemmsenseassssereens 3
ARTICLE VIL ADMINISTRATION oot ettt et er st eares st er st e e resasees s starsesestanss 8
7.01. Administrative AuthOrity ovvirvomnnne, OO 8
2, AVIOE criiiiee et ee e s v e s st et e e et srennevater At AN n e ne e ante s aaastraneenns s eee s reansenaans g
7.03. Payment of Benefits ...ovveinieninncnnes e bbb oot a e s 9
7.04. Delegation by AdMINISITAION. ..o.coiirimer e receierreeeas s ceererarrseres s asesnssnsassesss siererron 9
ARTICLE VIIL PLM‘? AMENDMENTS oot st vcraitssarte e it s esamsss e ss st ste s s e e esseer s aeeres 0

ARTICLE IX. NONASSIGNABILITY AND EXEMPTION FROM TAXATION AND
: EXECUTTION ittt e imse st s s 10

V1624774.8 -



TABLE OF CONTENTS

{continued)
Page
ARTICLE X, MISCELLANEOUS oot rvreeriirareres s sessiseascsias vesvaveressssssaesesteeisssssssssssosssssnssune 10
10.01, Federal and 51818 TaXES v rmree s ies s e rsa e casesaes st 1maestes1meassrnssrsserarenon 10
T, ITIVEBUTIBN e cvesssetrerstmearirmmrr s e e e e ieaearn e rrresss brraaesaabed for b arrbnaerarr re beatssres tannesansrabenebaean 10
1003, ConfliCS o mmienrerierirrerererierciniraenrrrimresssrreesnierasessssarns e areraraerteer et b an e s 10
10.04, Limitation on RIZHES e eeer oo e siersssavesce s caesasnssaess et evatesnass !
10.05, Erroneois PayIiemitS. . i iiesrereeeesessssrsserinssassssossnsanessrsmsmnsesseseasesonnes 11
TO.06, RREIBASE 1vvveerirerrericrtesviiesecistsisincssstreantercrreesebomsasesan s taseasnmnresemessss smnntsentesnsresssrsrasaessens 11
J0.07 . LaaDAIEY o re et i ettt e s e ettt seba 12
10,08, GOVEIINE LLAWS o orirriier i riaes s cr e e st e saasas st an s s ramae s 22es 1a srsaes esraassberinsnnranns 12
10.09. Necessary Parties 10 DISPULIES .ovvriicceeeseicrs i rseresssnsses st ss s iasesransssnsssssssnans 12
1030, Severability i e e 13
111624774 8 -ii-



SAN DIEGO CITY EMPLOYEES' RETIREMENT SYSTEM
PRESERVATION OF BENEFIT PLAN AND TRUST

ARTICLEL

ESTABLISHMENT OF PLAN AND TRUST

1.01. Establishment Of Plan and Trust. The "San Diego City Employees' Retirement

System Preservation of Benefit Plan and Trust” (“this Plan") was established effective as of
April 18, 2001.

1.02. Puppose. The purpose of this Plan is solely to provide the part of a Participant’s
Retirement Benefit that would otherwise have been payable by the San Diego City Employees'
Retirement System ("SDCERS") from the Employer's qualified plan, except for the limitations of

Code Section 415(b). This Plan is intended to be 2 “gualified governmental excess benefit

arrangement” within the meaning of Code Section 415(m)(3) and must be imerpreted and
construed consistently with that intent. This Plan is deemed a portion of the Employer's
gualified plan solely to the extent required under, and within the meaning of, Code Section
' 415(m)(3) and Article IX of the San Diego City Charter,

This Plan is an "exempt governmental deferred compensation pian” dcscribed-in Code
Section 3121(v)(3). Code Sections 83, 402(b), 457(a) and 457(f)(1) do not apply to this Plan.
With respect to Code Section .457(21), ‘the maxrmum amount that may be deferred under this Plan
on behalf of any Participant for the t&_xabie vear may exceed both the amount in Code Section
457(1)(2) (as adinsted for cost of living increases) and the percent of the participant’s includable
compensation referred to in that Code Section. SDCERS will not hold any assets or income

under this Plan in trust for the exclusive benefit of participants or their beneficiaries,
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ARTICLE II.

DEFINITIONS AND CONSTRUCTIONS

2.01. Definitions. When the inirial le':ter-of a word or phrase is capitalized herein, it
has {he same meaning as defined below: |

(a) "Actuary" means the actuary éeléctad by the Board from time to time.

{b) " Administrater’ means SDCERS and includes any person with whor SDCERS
contracts to provide services .to the Plan.

© "Airport Retirement Plan" means the San Diego City Employees' Retirement

Systern First Amended Retirement Plan for Airport Authority Employees as administered under

the First Amended Agreement to Administer Retirement Plan between San Diego City

Employees' Retirement System and San Diego County Regional Airport Authority, or a

subsequent retirement plan established by the Airport.

{d) "Beneficiary" means an individual receiving joint and survivor benefits from
SDCERS,

(e) "Board" means the Board of Administration of SDCERS established under
Section 144 of the San Diego City Charter, | |

f "City" means the City of San Diego, C.aiiforn'za.

(g). | ;'Qg_d“g“ means the Internal Revenue Code of 1986, -as amended, as applicable to

a governmental plan, or corresponding provisions of any subsequent federal income tax law.

(h) "Emplover" means the City.

(i) "Excess Benefit" means the benefit determined in accordance with Section 4.01
of this Plan. |

) "Participant” means a Retiree or Beneficiary who is entitled to benefits under
this Plan.
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k) "Plan" means the "San Diego City Employees' Retirement System Preservation
of Benefit Plan" established pursuant to Section 24.1601 through 24.1608 of the San Diego

Municipal Cede.

O "Plap Year™ means the calendar year.
{m) "Port Refirement Plan" means the San Diego City Emplovees' Retirement

System Retirement Plan for San Diego Unified Port District Employees as administered under
the First Amended Agreement tc Administer Retirement Plan between San Diego City
Emplovees' Retirement System and San Diego Unifted Port District, or a subseguent retirerﬁent_
plan established by the Port.

(1) "Retiree" means a former member of SDCERS who is receiving a Retirement

' Benefit from SDCERS,

()  *“Retirement Administrator” méans the SDCERS Retirement Administrafor
who is appointed by the Board under Board Ruie 4.00.

{p) "Retirement Benefit" means the amount of retirement income payable to a
Retiree of SDCERS, or the benefit payable o a Beneﬁc.iary, without regard to any limitations on

that retirement income or bepefit under Code Section 415(b).

(g0  "Retirement Fund" means the special fund established by Section 143 of the

San Diego City Charter.
{r} "SDCERS" means the San Diego City Employees’ Retirement System.
(s) "M" means the State of California,
(1) "Trust Fund" means the trust fund established pursuant to City Ordinance

0-18930, March 19, 2001 and Articie VI of this Plan, which fund constitutes a valid trust under

the law of the State.
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)] "Trustees' mean the members of the Board,

2.02. Construction,

{a) Words used in this Plan in the masculine gender inciude the feminine gender
where appropriate, and wérds used in this Plan in the singular or plural include the plural or
singnlar where appropriate.

(b) Whenever any actuarial present value or actuarial equivalency is to be determined
under the Plan to establish a benefit, it will be based on reasonable actuarial assumnptions
approved by the Board in its scle discretion, and will be determined in a uniform manner for all
similarly situated Participants,

ARTICEE 1138

PARTICTPATION

All Retirees and Beneficiaries of SDCERS are ebigible to participate in this Plan if their
Retirement Benefits from SDCERS for a Plan Year are or have been since Aprﬁ 18, 2001,
iimited by Cede Section 415(b}. The Board determines for each Plan Year which Retirees and
Beneficiaries are eligible to participate in the Plan. Participation in the Plan begins eéch Plan
Year once a Retiree or Beneficiary has an Excess Benefit m that Plapn Year. Participation in the
Plan ends for any ponion“ of a Plan Year in which the Re&i%ement Benefit of a Retiree or
Beneficiary is not limited by Code Section 415(b) or when all benefit obligations under the Plan
to the Retiree or Beneficiary have been satisfied.

ARTICLEIV.

PAYMENT OF BENEFITS

4.01. Bepefit Amount.

{a) A Participant in the Plan will receive & benefit equal to the amount of retirement

income that would have been payable to, or with respect to, a Participant by SDCERS that could
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not be paid because of the application of the iimitations: on his retirement income under Code
Section 415(b). An Excess Benefit under the Plan will be paid only if and to the extent the
Participant is receiving Retirement Benefits from the Retirement Fund.

{b) Where the Administrator pays a blended benefit to & Participant pursuant o
Section 0400 of the Port Retirement Plan or Section 0400 of the Airport Retirement Plan, the
Excess Benefit payable from this Plan under Section 4.01 will be an amount bearing the same
proportion to the total Excess Benefit payable under all plans administered by the Administrator
as the Participant's years of service credit with the City bear to the Participant's total years of
service crledit with all ernployers sponsoring plans administered by the Administrator,

4.62. Time for Pavment: Form of Benefit. The Excess Benefit will be paid at the

same time and in the same manper as the Retirement Benefit payable under SDCERS, and the

timing of the Excess Benefit must take into account the existence of monthly deductions from
the Retirement Bemefit, No election is provided at any time to the Participant, directly or
indirectiy, 10 defer compensation under this Plan.

ARTICLE V.,

CONTRIBUTIONS AND FUNDING

5,01, Funding. The Plan is, and will remain, unfunded and the rights, if any, of any

person to any benefits under the Plan are limited to those specified in the Plan. The Plan
constitutes & mere unsecured promise by fha Employer to make benefit payments in the future,
502. Contributions.
{a) The Board will éetermine the amount necessary (o pay the Exceés Benefit under
the Plan for each Plan Year. The Retirement Administrator will provide an estimate of the
Excess Benefit to the Employer on or béforé February 28 of ‘.each vear., The required

contribution will be the aggregate of the Extess Benefits payable to all Participants for the Plan
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Year and an amount determined by the Board to be a necessary and remsonable expense of
administering the Plan. The Employer will contribute the amount the Board determines, from
time to time, to be necessary to pay the Excess Benefit of the Participant and administrative
expenses of the Plan, and these paynﬁcmis will be made before the Employer deposits are credited
to the Retirement Fund. The Empioyer's r.equired contribution will be due no later than July 1 of
each year; provided, howe;\ier, that the Board may establish an earlier due date with respect to
contributions necessary to fund the Excess Benefit of any Participant who will exceed the Code
Section 415(b} limitations prior to July 1 of that year. Under no circumstances will Employer
contributions to fund the Excess Benefits be credited to the Retirement Fund, Any contributions
not used to pay the Excess Beﬁeﬁt for a current Plan Year, together with any income accruing to

the Trust Fund, will be used 1o pay the administrative expenses of the Plan for the Plan Year,

Any contributions not used to pay the Excess Benefit for the current Pian Year that remain after
paving administrative expenses of the Plan for the Plan Year will be used to fund administrative.
expenses or benefits of Participants in future Plan Years.
| (b) H a Participant is employed by more than one empioyer at the time of the
Participant's retirement, the Administrator will dewrrnine. the appropriate amount of
contributions to be paid by each employer to fund the Excess Benefit, and the Excess Benefits
wili also be paid from the Employer's separate Plans accordingly.
{c) SDCERS will account separately for the amounts the Board determines to be
necessary o provide the Excess Benefit under the Plan for each Participant. But, this separate
accounting will not be deemed to set aside these amounts for the benefit of a Participant.

Benefits under this Plan will be paid from the Trust Fund.
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| {d)  The consultanis, independent auditors, attorneys, and actuaries performing
services- for SDCERS may also perform services for this Plan; but, any fees attributable to
services performed with respect to this Plan will be payable solely by the Employar. or from the
Trust Fund. |
ARTICLE VL

TRUST FUND

6.01. Establishment of Trust Fund, An "Excess BRenefit Trust Fund" {the "Trust

Fund") was established pursuant to City Ordinance 0-18930, March 19, 2001, separate from the
Retirement Fund, to hold coniributions of the Employer. Contributions to fhis Trust Fund will be
held separate and apart from the funds comprising the ‘Retirement Fund and will not be

commingied with assets of the Retirement Fund, and must be accounted for separateiy.

6.02. Trust Fund Purpese. The Trust Fund is maintained solely to provide benefits

nnder a gualified governmental excess benefit arrangement within the meaning of Code Section
415(my, and pay administrative expenses of this arrangement,

6.03. Trust Fund Ascets. All assets held by the Trust Fund to assist in meeting the

Employer's obligations under the Flan, including all amounts of Employer contributions made
under the Plén, all property and rights 3cqﬁired br purchased with these amounts and all income
attributable to these amounts, will be held separate and apari from other funds of the Employer
and will be used exciusively for the uses and purposes of Participants and general creditors as set
forth in this Plan, Participants have no preferred claim on, or any beneficial i.msrestl in, any
assets of the Trust Fund. Any rights created under the Plan are unsecured contractual rights of
Participants against the Employer. Any assets held by the Trust Fund are subject to the claims of

the Employer's general creditors under federal and state law in the event of insolvency.
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6.04. Grantor Trust. The Trust Fund 1s intended to be. a grantor trust, of which the
Employer is the grantor, within the meaning of subpart E, part I, subchapter J, chapter 1, subtitle
A of the Code, and Wili be construed accordingly, This provision will not be constreed to create

- an irrevocable trust of any kind.

6.05. Tfust Fond Income. Income accruing to the Trust Fund under the Plan

constitntes income derived from the exercise of an essential governmental function upon which
the Trust is exempt from tax pnder Code Section 115, as well as Code Section 415(m}1).
ARTICLE VIL

ADMINISTRATION

7.01.  Administrative Authoritv. The Board has the exclusive authority to control and

manage the operation and administration of the Plan. The Board has the same rights, duties and

responsibilities respecting the Plan as it has with respect to the Retirement Fund pursuant to
Section 24.1605 of the San Diego Municipal Code. The Administrator has the same duties anﬁ
authority respecting the Plan as the Administrator has with respect 1o the Retirement Fund.
{a) The Board has the power and authority ( inciuding discretion with respect to the
exercise of that power and authority) necessary, advisable, desirable or convenient to enable it:
‘. (1) 1o establish procedu%es to administer the Plan not inconsistent with the
Plan and the Cede, and te amend or rescind these procedures;

(2) to determine, consistent with the Plan, applicable law, rules or regulations,
all questions of law or fact that may arise as to eligibility for participation in the Plan and
eligibility for distribution ow:f benefits from the Pian, and the status of any person ¢laiming
benefits under the Plan;

(3) to make payments from the Trust Fund to Participants pursuant to Asticle

IV of the Plan,
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4 to comract with a third party to perfofm designated administrative services
under this Plan;

{5) to construe and interpret the Plan as to administrative issues and (o correct
any defect, supply any omission or reconcile any inconsistency in the Plan with respect to
same, subject to and consistent with the Code.

(b) Any action by the Board that is not found to be an abuse of discretion will be
final, conclusive and binding on all individuals affected thereby. The Board may take any such
action in such manner and to such exten: as the Board in its sole discretion may deem expedient,
émd the Board will be the sole and final judge of such expediency.

(c) The Board may delegate any of its authority to the Administrator with respect to

the Trust F_rrmd_

{d) The Board will seek appropriate rulings from the Internal Revenue Service with
regard to the status of the Plan under the Code. |

7.02, Advice. The Board may employ one or more persons to render advice with
regard to its responsibilities under the Plan.

7.63. Pavient of Benefits. If in doubt concerning the comrectness of their action in

making a payment-of a benefit, the Board may suspend payment until satisfied as to the
correctness of the payment or the person 1o receive the payment.

7.04, Delegation bv Administrator. The Administrator will handle the day-to-day

operation of the Plan and may delegate certain functions to a third party.
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ARTICLE VIIIL

PLAN AMENDMENTS

The Board from time to time may amend, suspend, or terminate any or all of the
provisions of this Plan as may be necessary to comply with Code Section 415(m) an.d to maintain
the Plan's or the Retirement Fund's qualified status under the Code,

ARTICLE IX.

NONASSIGNABILITY AND EXEMPTION FROM TAXATION AND EXECUTION

The interests of Participants under this Plan are exempt from any state, county, municipal
or local tax, and are pot subject to execution, garnishment, attachment, or any other process of
law whatsoever, and are unassignable and nontransferable, except as otherwise provided by

Section 24,1604 of the San Diego Municipal Code.

ARTICLE X,

MISCELIANEOUS

10.01. Federal and State Taxes. The Board, the Emplover, and the Administrator, if

any, do not guarantee that any particular Federal or State income, payroll, or other tax
consequence will occur because of participation in this Plan.

10.62. Investment. The Board may hold a portion of the Plan uninvested as it deems
advisable for making distributions under the Plan, or may invest assets of the Plan pending the
Excess Benefit payments in short-term investment grade instruments as otherwise permitted by
law,

16.03. Conflicts. In resolving any conflict between provisions of the Plan, and in
resolving any other uncertainty as 1o the meaning or intention of any provision of the Plan, the
prevailing in'terpretation will be the one that {1) causes the Plan to constitute a gqualified

governmental excess benefit arrangement under the provisions of Code Section 415(m) and the
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Trust Fund to be exempt from tax under Code Sections 115 and 415(m), (i) causes the Plan and
SDCERS to comply with all applicable requirements of the Code, and (ili) causes the Plan and
SDCERS to comply with all applicable State and City laws.

10.04. Limitation on Rights. Neither the establishment or maintenance of the Plan, nor

any amendment to the Plan, nor any act or omission under the Plan (or resuiting from the
operation of the Plan) may be construed:

(a) as conferring upon any Participant or any other person a right or claim against the
Boal;d, Trustees, Employer, or Administrator, if any, except to the extent that the right or claim is
specifically expressed and provided in the Plan;

(b} as creating any responsibility or Liability of the Employer for the validity or effect

of the Plan;

fc} as a contract between the Employer and any Participant or other person;

fed) as being consideration for, or an inducement or condition of, employment of any
Participant or other person, or as affecting or re;:-:tricting in any meanner or to any extent
whatsoever the rights or obligations of the Employer or any Participant or other person to
continue or {.ermingte the cmpl-oyment_ relationship at any time; or

{e) mas giving any Participant the right to be retaiﬁed in the Employer's service or to
interfere with the Employer's right to discharge any Participant or other person at any time.

10.05. Erroneous Pavments. Any benefit pavment that should not have been made,

according o the terms of the Pian and the benefits provided hereunder, may be recovered as
provided by law,
16.06. Release. Any payment to any Participant will, to the extent thereof, be in full

satisfaction of the Participant's claim being paid thereby, and the Board may condition the
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payment on the delivery by the -Part&cipént of the duly executed receipt and release in a form
determined by the Board.

10.067. Liabilitv. The Board, Trustees, or Administrator, if any, will not incur any
liability in acting upon any paper or document or electronic transmission believed by the Board,
Trustees, or Administrator to be genuine or te be executed or sent by an authorized person.

The Plan will hold harmless and mdemnify the Board, the Trustess, and the
Administrator, and the officers and employees thereof, from financial loss arising out of any
claim, demand, suit or judgment by reason of alieged negligence or other act by that board
member, frustee, officer or employee, provided that the beard member, trustee, officer or

employee at the time of the alleged negligence or act was acting in the discharge of his duties

wrongful act of gross negligence of the board member, trustee, officer or emplovee, and
providéd further that the hoard member, trustee, ofﬁcer or employee will, within five days of the
time he is served with any summons, complaint, process, notice, demand or pleading, deliver the
original or a copy thereof to the Administrator's legal advisor.

The Board may obtain insurance o provide coverage for any liabilities that may arise as
described by this Sectuon. |

10.08. Governing Eaws, The San Diego Mumicipal Code and the laws of the City and

the State of California apply in determining the construction and validity of this Plan.

10.09. Necessary Parties to Disputes. The only party necessary to any accounting,

litigation or other proceedings relating to the Plan is the Administrator. The settlement or

judgment in any case in which the Administrator is duly served will be binding upon all affected
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Participanis in the Plan, their beneficiaries, estates and upon all persons claiming by, through or
under them.
16.10. Severability. If any 'pmvision of the Plan is held by a court of competent
| jurisdiction to be invelid or unenforceable, the remaining provisions of the Plan will continue to
be fully effective.
| IN WITNESS WHEREOF, the undersigned has caused this Preservation of Benefit Plan

and Trust to be executed as of this é @ day of February, 2007.

BOARD OF ADMINISTRATION OF THE SAN
DIEGO CITY EMPLOYEES' RETIREMENT

SYSTEM AS TRUSTEES
__________ - - Ew"’" ;-; ”““
By S S P il
_ o F P
Title: e e e
¥ {é}//

?
o
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Climste Veduss, inovssve &0V

August 14, 2007

Mr. David Wescoe

Retirement Administrator

San Diego City Employees’ Retirement System
401 West A Street, Suite 400

San Diego, CA 92101

Dear David:

When we appeared before the Board in July, we were asked to update our previous
analysis of the experience of the purchase service credit (PSC) program since inception to
include all categories of participants (e.g., actives, terminated vested) and those in pay-
status {e.g., retirees, beneficiaries and disabilities). This letter presents the results of our
update and additional conclusions based on this update.

Exhibit A (attached) provides a summary of our analysis.
Qur key findings are as follows:

» Cheiron estimates that the net actuarial deficiency between the additional value of
benefits due to the additional service credits and the accumulated amounts paid by
all active participants, retirees (including active DROPS), and term vested for
such additional credits, as of the June 30, 2006 actuarial valuation, is

approximately $146 million.

As requested, this amount is comprised of the following categories:

a. Pre-2000 $ 20 million
b. 7/1/2000-6/30/2002 $ 63 million
c. 7/1/2002-8/15/2003 $ 29 million
d, 8/16/2003-10/31/2003 $ 34 million
e. 11/01/2003-6/30/2006 $ 0O million

Total $146 million

«  Our analysis is consistent with Navigant Consulting’s January 2006 estimate of
“more than $100 million,” which was based on the June 30, 2004 actuarial
valuation.

« As we have previously reported to the Board, the current rates being charged
today “make the system whole” As a result, we continue to recommend that
SDCERS make no change to the current rate structure until we complete our
experience study in the summer of 2008. At that time, we will Jikely recommend
changes to the current pricing methodology and review process.

BESE Grownsbors Drtve, Suite 1125, Moleha VA S210%  Tel 477 UHEIRON [242.8788)  Faw FO3AGN 006
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Mr. David Wescoe
August 14, 2007

Page 2

Approximateiy $20 million of the $140 million liabilities is not part of SDCERS’
unfunded actuarial liabilities (UAL) as of June 30, 2006. This amount represents
benefits in excess of IRS limitations {Section 415) and is a direct obligation of the
City. Until the on-going work in connection the IRS VCP program is finished, we
will not know the final number for this item.

Amounts reflected in the City’s June 30, 2006 UAL are included in the City
Annual Required Contribution payment. There would be no impact on SDCERS’
financial condition, current or projected, if responsibility for funding this
deficiency was transferred from the plan sponsors to others {(e.g. current or former
members).

With respect to the UPD and Airport Authority, we presented to the board an
analysis in July which showed an additional net PSC liability of $3.7 million
attributable to active members as of June 30, 2006.

Finally, our analysis is based June 30, 2006 actual data and reflects accumulative
experience gains and losses (people living longer, retiring different than assumed, salary
increases, etc.) that could not be anticipated at the time any member actually purchased
service.

Please let me know if you have any questions.

Sincerely,
Cheiron

ol

Gene Kalwarski, FSA
Consulting Actuary

Attachment
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CITY of San Diego Purchase Service Credii Anplysis

AL Contracts Effective hefoore 7/12000 !Pre-Curbett)

GENERAL

RETIREES, TVS, and

Exhibit A

SAFETY TOTAL ACTIVE  BENEFICIARIES GRAND TOTAL
[Total Contracts 57 18 ns 332 387
Average Age at Purchase 446 40.9 440 jab 513
Towt Yoars gy &6 463 1,186 1 1,660
Average Years/contract 4.1 N LE:] 36 an
Contract amount zccumulated to Junc 30, 2006 3,832614° 1,452,100 5,284,723 7,034 269 12,418,992
Additional Liability as of June 30, 2006-Benefits a Purchase Dute 5980 573 1,507,627 707,151 26,019,857 22,817,001
trze+ a5 of June 30, 2066-Benefits at Purchase Date 5 phebesu ko REERITE  LLRITaITEE RERG 5
A, Contraess Féfective 7/1/2000 - 6/30/2002 (MP2/01d Rates}
Tot! Contracts 586 134 7200 858 LA
lAverage Apge at Purchase 449 384 43.7 532 489
Tow! Yeurs 2465 366 28347 3,232 6,066
Average Y ears/contract 42 2.7 19 3.8 3B
Contract amount accumulated to Junc 30, 2006 24,800,778 6,868 596 31,668,375 25,092 860 57,662,235
Additional Lisbiliry &5 of June 30, 2006-Benefits at Purchase Date 37,186.30) 6.414,761 43,601 561 76,653.167 120,254,728
Lessaf ot ag of June 30, 2006-Benefits at Purchase Date BRI SELAM S 01T 5 SEGARILHTT] $

Bi. Contracts Effective 7/1/2002 - /1572003 (Bosrd Action/Old Rates)

Loninflasts as of June 30, 2006-Benefits at Purchase Date

Total Conttracts 515 1941 168 417 i;186-
Aversge Age at Purchase 458 6.9 444 527 473
Total Years 2,171 X 512 2,683 1446 4,126
Avernge Y earv/contract g i6 x5 33 3.5
Cantract amount sccumulated w© June 3G, 2006 19,712,630 9,347,114 25,059,754 13,797,577 472,857,322
Additienal Liability es of fure 30, 2006-Beasfits ot Purchase Dute . 28,023 615 451814 1 3K3T5A31 33716383 12091615
aniadteset as of June 380, 2006-Bencfits at Porchase Date FTR e 24185 & -G Tel CACEIRORTIS - EERUIRIE P X S
B2 Contracts Bifective B16/2003 - J 0312003 ( Grandfuthered _and “Window members/Old Rtes)

Tolat Contracts S 1,609 . 412 2021 |- 3n 2,392
Average Age ot Purchase BECE S . 407 438 46.8: 44.8
Total Years Bize)| 828 6:554.1: 1,287 7841
Average Years/contract T (346 ] R ] 23
{Contract amount accrmulated to June 38, 2008 . A9363269 ). 5510817 64874086 13,287,562 | 78;371,643
Additional Lisbility as of June 30, 2006-Bonefits at Parchase Date TiA3136. 34,463,903 F- o . 85 K76.0191 26,252.431 1 112,128:360

§ 304

A

R ey

{33IHE

C. Contracts Effective 11/1/2003 - Present (New Rates

[Tot! Contracts 170 101 il t81 7Y
Average Age ol Purchase 472 364 EXR] 504 45.)
Tow! Years 479 273 752 196 S48
Average Years‘contmct 2.8 7 28 18 2.5
Contracl amount accurmulated to June 30, 2006 4,966,536 4,063,647 9,030,183 3,068,632 12,098,816
| Additional Lisbility as of June 38, 2006-Benefits at Purchase Date . 4,064 BRG 2,426,237 7,391,123 -5,133.245 | 12,524 368
LaslndeLane) a of Sane 30, 2006-Benefits ot Purchase Date SRR W5 (] S S o R 0 (RCEL BTSN e [T P S {4RE 58
.D' GRAND Total For Al g Pgrieds

Totst Contiacts 3037 T 359 IRIG ] EXYT) 5575
Average Ago at Purchase 45,171 396, 439 525 469
Total Y ears 112421 2,045 . 13,286 7,357 20,643
Average Yearsfoontract 7 241 34 35 23
Contract amount acepmulated to June 30, 2006 102,675,827 37,242,284 139,018,141 63,290,901 203,209.012
Additional Linbility as of June 30, 2006-Benefits at Purchase Date : 142,772,561 34 264234 182,042 195 167,774 878 345.817.073
GeabnfiLoss) as of June 30, 2006-Benefits at Purchase Date |8 (33,302,135 ¢ 208840 ] & sana2anand g (EELARATTOE § 0 B 808 480
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SDCERS Board of Administration

November 17, 2006




*SDCERS is a quahﬁed governmental plan” under IRC § |
401(a). |

*To remain qualified, SDCERS must comply with the
benefit and compensation limits in IRC § 415 (b) and (c).

‘Benefit limit is a cap on the amount of benefits the plan
may pay to a retiree or beneficiary in a calendar year.




To determine whether a payee willé exceed the benefit limit,
SDCERS must determine each payee’s (1) individual benefit
limit and (2) aggregate benefit to be tested.

*Adjustments to the aggregate benefit and the benefit limit are

based on a number of factors: | -

scombined benefit amount
Corbett, DROP)

| e*sstatu‘[o:ry benefit limit in effect at retlrement

«age at retirement

*years of service |

~type of service (IRS Safety Qualified)

*post-tax contributions

‘post-tax service purchases

includes 13t check,

.




«Cheiron built the calculator that SDCERS staff

will use to determine individual: |
«annual limits
‘aggregate benefits
-projected failures

- +Each payee’s annual limit ﬁwust be recalculated
annually. |




*Beginning January’l 2007, SDCFRS

will screen all members when
they apply for retirement, by Calcu!atmg each member's exact 415(b)
limit and aggregate benefit using Chen"on s calculator.

All members on Jansuarv 2(}0?’ aqenda will have been pre-

screened.

*SDCERS will implement a benefit cap for each payee expected to

exceed his benefit limit using a “modifi

ed cliff” approach. This allows

SDCERS to pay out complete DROP payments, and ensures enough

~ retirement benefit dollars to cover any

*The excess benefits will be deducted
pension.

deductions.

entirely from the member’s




~ Full Benefit

©
; EXCESS
g - . BENEFIT
3 SDCERS PAID BENEFIT PAID FROM
5 POB
=
O
m

o e

Cap T
Implemented.

415(b) Limit

6



In addition, Cheiron will;

- Screen the entire population of payees quarterly,
and |

« Update the 415(b) calculator every year to reflect
current IRS limits. o




+SDMC 24.1601 et seq. authorizes a Cz,‘zualiﬁed Excess Benefit
Arrangement under 415(m) — called “Ereservation of Benefits Plan.”
(Similar provisions in Port and Airport P!ans)

-Separate “Preservation of Benefit F?‘Ian and Trust” will be established -
for each Plan Sponsor.

~eThe POB plahs allow payment of the part of a retiree or beneficiary’s
benefit that is due under the defined benefit plans, but exceeds the
benefit limit. | |

-SDCERS is applying for a Private Letter Ruling approving the POB
Plans. ‘

*The SDCERS Board will have the excluswe authority to admlmster
the POB plans. 8



eEach January, Staff will preparfe for Board approval an
estimate of the annual contribution for each Plan
Sponsor, which will include:

. projected excess benefits that W|Il be due to the ex:st ng
payees for that calendar year,

*  projected excess benefits for the antlc;pated retirements in
that year, and

« necessary and reasonable expense of administering each
Plan Sponsor’'s POB plan.

Any contributions not used to pay benefits or
administrative expenses in a given year will be used to
pay benefits or expenses in a later year.



-January 2007 - SDCERS will give Cheiron a schedule of
all members receiving benefits as of 12/31/2006. | |

*Cheiron will identify and report all “failures” (benefits paid
in excess of 415(b). |

*SDCERS will invoice the Plan Sponsors for amounts
paid above 415(b) limit before 2007,

10



